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I.

Q.

INTRODUCTION AND PURPOSE OF TESTIMONY.

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Greg Sorensen. My business address is 12725 W. Indian School Road,

Suite D-101, Avondale, AZ 85392.

Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

On behalf of the Applicant Black Mountain Sewer Corporation ("BMSC" or

"Company").

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

Q-

I am employed by Algonquin Water Services ("AWS") as Director of Operations

for the Western Group. AWS is an affiliate, through common ownership, of

BMSC and BMSC's parent, Algonquin Water Resources of America, which is

ultimately owned by the Algonquin Power Income Fund.

PLEASE SUMMARIZE YOUR

POSITIONS?

I oversee the operations and business management functions for AWRA's utility

holdings in Arizona. AWS manages and operates 17 utilities in Arizona, Texas,

Missouri, and Illinois and operates several others. I have the responsibility for the

daily operations of all the Arizona utilities, for the financial operating results for

each utility, for capital and operating cost budgeting, for rate case planning and

oversight and rate setting policies and procedures as they relate to the operations

under my responsibility.

RESPONSIBILITIES IN THESE
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Q. WHAT IS YOUR EDUCATIONAL AND EMPLOYMENT BACKGROUND

BEFORE GOING TO WORK FOR AWS?

I received a Bachelor's degree in Accounting from Wake Forest University in

1993. I worked for Arthur Andersen as a staff and senior auditor for 5 years, after

which I was a Director of Financial Reporting & Analysis, Controller, and VP
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Finance for Excel Agent Services, an international call center company. I am a

Certified Public Accountant in the State of Georgia (license # CPAOl7709). I have

worked for AWS since November 2005 in the capacity of Controller and Director

of Operations.

Q- HAVE YOU PREVIOUSLY TESTIFIED BEFORE THE COMMISSION?

Yes, I have testified in Commission proceedings involving Litchfield Park Service

Company (LPSCO), Gold Canyon Sewer Company, and Northern Sunrise and

Southern Sunrise water companies. These aforementioned entities are all affiliates

of BMSC.

Q- WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY?

To support BMSC's application for rate relief. Specifically, I will provide

background on the Company and its operations. I will also discuss the recent

improvements to BMSC's wastewater treatment facilities. Finally, I will address

certain aspects of the relief being requested in this case.

11. SUMMARY OF SIGNIFICANT SYSTEM IMPROVEMENTS SINCE THE
LAST TEST YEAR.

Q- WHAT IMPROVEMENTS HAS BMSC MADE SINCE ITS LAST TEST

YEAR ENDED ON DECEMBER 31, 2004?
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In our last rate case, the Commission ordered BMSC to undertake remedial

measures to address odors and odor complaints within the service territory.

Decision No. 69164 (December 5, 2006) at 42-43. Two specific remedial projects

were discussed in the Commission Order-the CIE Lift Station and odor control

measures for one or more collection mains in the Boulders community. Id. As

reflected in BMSC's numerous compliance filings, we have achieved compliance

with these orders.
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8

Q. HOW DID BMSC ADDRESS THESE ODOR CONCERNS AND WHAT

IMPROVEMENTS WERE MADE IN COMPLIANCE WITH DECISION

NO. 69164?

In Decision No. 69164, we were ordered to remove the CIE lift station. This

removal was completed on or around May 31, 2007. The project eliminated the

odors in that area that were the source of many customer complaints over the years.

However, the removal of this lift station necessitated other related projects to allow

the continued collection and transmission of sewage to the wastewater treatment

plant. First, a bypass of new sewer lines had to be constructed to convey the

sewage. Since a new subdivision was being developed to the west of the Carefree

Inn Estates subdivision, the Company was able to work with that developer and

accelerate his construction timing so our new lines could tie into his. This effort

allowed the Company to only lay an additional 440 feet of line as a bypass, instead

of the approximate 1,400 feet it would have otherwise taken to go around his

development. This saved the Company and its ratepayers an estimated $80,000.

Also, the system was originally designed to have the sewage pumped from

the Commercial Lift Station to the CIE Lift Station, and then to the high point in

the collection system at Boulders Drive. However, in removing the CIE Lift

Station, the Commercial Lift Station had to be upgraded to safely and adequately

pump the flow to Boulders Drive. This necessitated higher pressure pumps,

modifications to the electrical service, and a new standby generator so that the

Commercial Lift Station would be in compliance with current Maricopa County

Code for electrical redundancy. During much of this work and over the course of

four months, temporary pumps were utilized to allow continuous pumping of
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sewage.
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Q- WHAT ABOUT THE ODOR CONTROL MEASURES THAT WERE

ORDERED?

Decision No. 69164 required BMSC to follow one of two of the Town of

Carefree's recommendations to mitigate the odor problems that existed in the

Boulders community. We referred to this as the Boulders Drive odor issue, as this

street was the primary area of odor complaints by our customers and in testimony

before the Commission. The Town's two recommended courses of action were to

either replace the gravity flow lines with force mains, or install fans and carbon

filters to create a negative pressure filtration system within the sewer lines. The

Company's consultants concluded that neither of these two recommendations was

practical. The first would have required a total reconstruction of the sewer system

under Boulders Drive, including equipping each and every connection with its own

pump and force main to feed into the main pressure line. Additionally, our

consultants concluded that during periods of light flow, septic conditions could

likely occur within the lines causing additional odors and defeating the purpose of

the entire project.

The second proposed solution was determined to not be practical. While

correctly assuming that creating negative pressure in the collection system would

help contain odors, it was concluded that a single fan and carbon filter station

would be ineffective. The concept would instead require fans and filters to be

installed at four separate locations. This would have resulted in significant capital

and ongoing operations and maintenance costs.
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Q- SO WHAT DID BMSC DO?

Our consultants' alternative recommendation, which was unanimously accepted by

all the parties, was to install air-jumper pipelines between the manholes up and

downstream of the surcharging locations. This pipeline allows the air to flow with
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the sewage and stop it from being pushed into the atmosphere. These air-jumper

pipelines were installed between manholes at four locations along Boulders Drive,

thus directing the odorous air to flow to the plant, where it was treated.

Then, while performing the Boulders Drive project, it was brought to the

Company's attention that neighboring Quartz Valley Court homes were also

experiencing odor issues emanating from our collection system. BMSC fully

investigated the complaints and found them to be valid. BMSC commissioned a

topographical survey that revealed that the sewer lines along Quartz Valley Court

had a negative slope, draining back toward the homes. Further investigation

showed that when the sewer system was built the line was not put as deep as

required at that location. Additionally, Quartz Valley Court's sewer lines were

routed to a junction manhole that also intercepted flow from all of Boulders Drive

causing that junction manhole and Quartz Valley Court lines to be continuously

surcharged, except perhaps during periods of very low flows. That junction

manhole was found to be the source of the odors about which the residents were

complaining.

Q. HOW WAS THIS REMEDIED?

A new sewer line and grinder pump station were constructed to permit sewage

from Quartz Valley Court to flow freely. The depth and location of the new

grinder pump station were determined based on a seismic refractive survey that

determined the depth and hardness of the subsurface rock, significantly reducing

construction costs.
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Q- HAS BMSC BEEN SUCCESSFUL IN MINIMIZING ODORS AND NOISE

FROM ITS OPERATIONS?

Overall, I believe the odor reduction projects have been a success. This CIE Lift

Station removal and sewer line re-routing project went very well. I do not recall a
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single odor or noise complaint from the surrounding neighbors since this project

was completed in 2007, following some minor commissioning issues. The

Boulders Drive, and resulting Quartz Valley Court, sewer line projects have had a

very positive reduction on the odors detected in the areas leading to the sewer plant

within the Boulders subdivision.

BMSC undertook several projects in an effort to further reduce fugitive odor

emissions from the treatment plant itself. We purchased, reconditioned and

installed an odor scrubber from an affiliate, LPSCO, which draws air from the

influent lift station and scrubs it prior to discharge. The process has been a very

successful and cost efficient solution. Additionally, we have placed heavy rubber

mats over grate openings which cover the treatment basins, and installed air

louvers to seal off the headwords, both of which reduce fugitive odors escaping

from these locations. Additionally, at the request of the Boulders HOA, and after

discussions with neighbors in the immediate area of the plant, we commissioned a

noise study aimed at determining the source of certain noises that were alleged to

be emanating from the plant during evenings and early morning hours. Based on

this third party study, several projects aimed at reducing plant generated noise were

implemented and all resulted in positive results .
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Q- BUT THE ODORS HAVE NOT BEEN FULLY ELIMINATED?

While there has been significant progress in reducing fugitive odors and noise both

at the plant and throughout the collection system, the plant and collection system

are fairly old, and there continue to be occasional minor odors events. The

Company continues to meet regularly with Town of Carefree officials and

representatives from the Boulders HOA and other local community representatives

in an effort to maintain effective communications and timely address concerns.

BMSC responds quickly to all reports of odors. We have worked with the Town of
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1 Carefree and City of Scottsdale to enforce commercial grease trap cleaning

requirements and to implement a fats, oils, and grease disposal program to reduce

sewer dumping of these wastes. These have greatly reduced the amount of odor-

causing grease buildup within the collection system.

Additionally, we have investigated and tested the addition of various

chemical additives into our collection system aimed at reducing odors in the sewer

lines. We tested and had some initial success with Thioguard. We have now

moved to injecting CBA (calcium hypochlorite) at our lift stations, also with very

positive results. While still not perfect, we have a much better plant, collection

system, and community relationships than we did just a few years ago. I believe all

stakeholders will attest to that.

Q- IS BMSC MONITORING FOR ODORS?
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Yes. The Company installed four Odor Loggers at the plant in May 2008 to detect,

measure and record hydrogen sulfide (HZS) levels. H2S is the primary cause of

offensive odors and is also an easily detected and measured indicator that signals

the possible presence of other odiferous gases. Since installation of the devices,

there have only been two notable odor events recorded, both of which were

concurrent with maintenance work on the plant's aeration system. Each of these

lasted for only a short period of time. Finally, since the conclusion of the

Company's last rate case in December 2006, BMSC has had only one inspection by

MCESD, as these are usually triggered by complaints. That inspection noted only

one minor deficiency and indicated no NOVs. The noted minor deficiency was a

Signage issue where the requirement to show the owner's emergency contact

information was deemed inadequate. This was promptly corrected.
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Q- HAVE THERE BEEN OTHER SIGNIFICANT IMPROVEMENTS TO THE

SYSTEM?

Yes. We acquired an additional 81,049 gallons per day (god) of treatment capacity

from the City of Scottsdale at a cost of $486,294.

Q. WHY DID BMSC NEED ADDITIONAL TREATMENT CAPACITY?

A. In January, February, and March of 2005, we experienced high flow levels in our

collection system, which were in turn directed to the City of Scottsdale. Average

daily flows directed to the City of Scottsdale for treatment during those months

were approximately 382,000, 678,000, and 433,000 god, respectively. As of that

time, we had purchased only 318,951 god of treatment capacity from the City. The

City of Scottsdale, per our agreement with them, had the right to require us to

purchase additional capacity to cover the higher flows. The City demanded that we

purchase an additional 181,049 god at a cost of approximately $1.1 million.

Q- THAT IS A LOT MORE THAN WHAT BMSC PAID FOR ADDITIONAL

CAPACITY. WHAT HAPPENED?
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We performed a collection system infiltration analysis to determine sources of

believed significant infiltration. As a result of this analysis, approximately 3,100

feet of slip-lining of particularly bad portions of our collection system was

performed. We also repaired some cracks in manholes, which reduced HZS

emissions from the collection system. The combined cost of the analysis and

resulting project was approximately $135,000. After discussing this with the City

of Scottsdale, they agreed to reduce the additional capacity amount by 100,000

god, thus saving the Company, and in tum our ratepayers, $600,000. We now have

400,000 god of purchased capacity, which is in my opinion used and useful in the

provision of service to our existing customers.

PENNEIVIORE CRAIG
x PRUFFSSIONAI. Coru'okAT1oh

PHOENIX

A.

A.

8



Q- HAVE THERE BEEN ANY OTHER SIGNIFICANT PROJECTS SINCE

THE LAST TEST YEAR?

Yes. In the late summer of 2007, we experienced an electrical system failure at our

Indian Rock Lift Station, which in turn caused failure of the pumping equipment.

To improve the reliability of the facility, (1) new submersible Fly gt pumps were

installed on stainless steel guide rails to permit rapid removal and eliminate

confined space entry issues, (2) the electrical system was brought up to current

standards including replacement of the electrical panel, (3) a digital auto-dialer

alarm was installed to  alert  operators of developing problems, and (4) new

discharge valves and piping were installed. This improved the overall reliability

and maintainability of the lift station. During this rehabilitation process, sewage

had to be intercepted and bypassed so contractors could safely work within the lift

station. This project's total cost was approximately $195,000 and was completed

in the spring of 2008.

Q- ARE THERE INCREASED OPERATING EXPENSES ASSOCIATED

WITH THESE PLANT IMPROVEMENTS?
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We don't know yet. There is certainly maintenance of the new generator required

at the Commercial Lift Station, which was necessitated by the CIE project ordered

by the Commission. There will be costs associated with replacing the carbon in the

odor scrubber obtained from LPSCO in June 2008, which aren't reflected in the

test year since a carbon change-out didn't occur in that time period. For now, to

the best of my knowledge, all other material operating expenses incurred in relation

to these plant improvements are reflected in the Company's test year operating

expenses.
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Q. HOW MUCH OF THE RATE INCREASE SOUGHT IN THIS

APPLICATION RESULTS FROM THESE SIGNIFICANT PLANT

IMPROVEMENTS?

The CIE project and Boulders Drive projects, as ordered by the Commission, cost

$686,000 and $319,000, respectively and result in an approximate 21.7% increase,

or $9.90 per month for a residential customer. The Quartz Drive Odor project cost

$220,000 and results in an approximate 4.8% increase, or $2.18 per month for a

residential customer. The additional capacity required to be purchased from the

City of Scottsdale and the infiltration/slip lining project (to reduce the amount of

capacity purchased) cost $486,000 and $l35,000, respectively, and result in an

approximate 13.5% increase, or $6.15 per month for a residential customer.

Finally, the Indian Rock Lift Station rehabilitation and upgrade cost $195,000 and

results in an approximate 4.3% increase, or $1.95 per month for a residential

customer. In aggregate, the above projects cost $2,041,000 and will increase a

residential customer's monthly bill by 44.3%, or $20. 18.

111.
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Q-

MISCELLANEOUS ISSUES.

YOU MENTIONED IMPROVED RELATIONS WITH CUSTOMERS AND

THE TOWN. PLEASE EXPLAIN FURTHER.

During the process of the last rate case, it became very apparent to Bob Dodds and

me that we, as a Company, had failed to achieve a proper level of communication

with our customers, neighbors, and the community as a whole. Since that time, I

believe we have become a much more responsive service provider. We have a

better understanding of our customers' needs and concerns, as a result of their

heightened awareness of odor and noise issues. We now hold meetings at least

every other month with members of the Boulders HOA, and Town of Carefree

officials including the Mayor, Town Administrator, and sometimes, a member of

1.
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the Town Council. Bob Dodds or I attend these meetings, along with Charlie

Hernandez, Dan Schanaman, and usually at least one of our operators.

These meetings are an opportunity for the parties to express concerns,

address questions, provide feedback, and offer suggestions for improvement. We

have an opportunity at these meetings to communicate upcoming projects which

may affect the Town or our customers, or we can communicate what we are doing

to reduce odor or noise within our system. So, the level of communication has

increased greatly over the past couple of years, and I believe the Company is well

on its way to being a good community member and a partner with its customers

and the Town.
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Q- WHAT IS BMSC'S COMPLIANCE STATUS?

To the best of our knowledge, we are currently in total compliance with the

requirements of the Commission, ADEQ and Maricopa County. Since the last rate

case, we had one incident of note.

On November 13, 2007, we had a spill at our Commercial Lift Station. This

spill was caused initially by an APS power failure, losing one phase on the three

phase system. The phasing caused the main pump motor to burn out, which in turn

led to the lift station and manhole overflowing. The wetwell overflowed into the

dry well, flooding the electrical panel and controls, so the secondary pump would

not come on as programmed. The call-out alarm did not work as the phone signals

had been changed from analog to digital without notification, but the device was

analog.

The next day, the lead operator discovered the situation and began control,

notification, and clean-up efforts immediately. We notified both ADEQ and

MCESD as required. We also notified Commission Staff as a courtesy. A spill

report was issued to ADEQ and MCESD, who are the authoritative entities on this
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matter. No Notice of Violation (NOV) was issued as the incident was properly

handled. Representatives from the ACC and MCESD also inspected the situation,

and issued no report. Regrettably, however, during our internal investigation of the

matter, it was discovered that an operator should have done his inspection rounds

on the day of the initial incident, but didn't inspect the lift station. While this may

not have prevented the spill, it would have detected the spill earlier. This employee

was terminated.

Q. CAN MORE INCIDENTS LIKE THIS BE EXPECTED?

While the Company has made great strides in improving the collection system, the

treatment plant, and its community relationships, this is an active sewer system and

occasionally, as with any active sewer system, there are upsets in the process. But

we will continue to make every reasonable effort to minimize the impact of our

system on the community it serves.

Q. ARE THERE ANY OTHER MATTERS YOU WOULD LIKE TO DISCUSS?
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Yes. Currently, the Company does not have a Pretreatment tariff. These tariffs

better allow the Company to regulate and maintain the quality of influent within its

CC&N. The tariff, as proposed, would greatly assist us in our fats, oils and grease

(FOG) program, which in turn reduces sewer line plugs and odors, which benefits

the community. Additionally, improving the quality of influent could reduce the

BOD of the sewage which we bypass to the City of Scottsdale for treatment. One

component of the price the City of Scottsdale charges is based on BOD levels in

the influent. A reduction in influent BOD could lead to reduced costs to the

Company, and in turn the ratepayers. The Company is requesting a Pretreatment

Tariff be authorized in this case, in a similar form to the one recently proposed for

LPSCO, and a copy of this proposed tariff is attached to my testimony as Exhibit 1.
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i

Q.

Additionally, the Company is also requesting approval for a new hook~up

fee or HUF tariff.

ARE

TARIFF?

Yes. During the Company's last rate case, it was decided that the Company did not

need a Hook-up Fee (HUF). Since that time, the Company has become very aware

of the Commission's desire that "growth pay for growth," and realized that the

reinstatement of a HUF would be proper to help further that goal and reduce the

burden upon our existing customers. Future treatment capacity requirements must

be either purchased from the City of Scottsdale, or a new plant will need to be

constructed before 2016 when our current capacity agreement with the City

expires. This capacity could be very expensive, and we believe a portion of that

burden should be borne by new development. Mr. Bourassa will address the

details of the proposed HUF in his direct testimony.

THERE ANY OTHER PROPOSED ADJUSTMENTS TO YOUR

Q- DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?
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BLACK MOUNTAIN SEWER CORPORATION

PRETREATMENT STANDARDS TARIFF

EXECUTIVE SUMMARY

Black Mountain Sewer Corporation ("BMSC" "Company") hereby declares that the followingor

Code of Practice has been prepared and adopted to provide for pretreatment standards in the maintenance

and operation of wastewater treatment at the Company's Palm Valley Wastewater Treatment Facility

( ' F"). This Code of Practice shall be filed with the Arizona Corporation Commission and made part

of BMSC's Wastewater Service Tariff, Part Four, Section I.B [\taste Limitations].

BMSC hereby expressly reserves the right to make any lawful addition and/or revisions in this

Code of Practice when and as they may become advisable ro properly manage due P and to promote

the peace, health, safety and welfare of the customers that will be served. This Code of Practice is

supplementary to, and are not to be construed as, any abridgement of any lawful rights of the Company as

outlined in the Arizona Revised Statutes governing Public Utilities (Title 40) and the Arizona

Administrative Corporation Commission Rules on Sewer (Title 14, Article 61> including the right to

disconnect or co refuse permission ro connect a customer to the Company's wastewater system for violation

of this Code of Practice or any other applicable law of the State of Arizona.

This Code of Practice incorporates pretreatment standards per 40 CFR 403, A.A.C. Tide 12,

Article 4, and A.A.C. Title 18, Articles 9 and 11. This Code of Practice is enforceable per the authority

granted to wastewater utilities established under Tide 14, Chapter Article 6 of the Arizona

Administrative Code.

Responsible Agent: Operations
Approved:



BLACK MOUNTAIN SEWER CORPORATION

CODE OF PRACTICE

SECTION 1 - DEFINITIONS

A. PROHIBITED WASTE

Prohibited waste means:

Air Contaminant Waste

Any waste other than sanitary waste which, by itself or in combination with another substance, is capable of creating,
causing or introducing an air contaminant outside any sewer or sewage facility or is capable of creating, causing or
introducing an air contaminant within any sewer or sewage facility which would prevent safe entry by authorized
personnel.

Flammable or Explosive Waste

Any waste, which by itself or in combination with another substance, is capable of causing or contributing to an
explosion or supporting combustion in any sewer or sewage facility including, but not limited to gasoline, naphtha,
propane, diesel, fuel oil, kerosene or alcohol.

Obstructive Waste

Any waste which by itself or in combination with another substance, is capable of obstructing the flow of, or
interfering with, the operation or performance of any sewer or sewage facility including, but not limited to: earth,
sand, sweepings, gardening or agricultural waste, ash, chemicals, paint, metal, glass, sharps, rags, cloth, tar, asphalt,
cement-based products, plastic, wood, waste portions of animals, fish or fowl and solidified fat.

Corrosive Waste

Any waste with corrosive properties which, by itself or in combination with any other substance, may cause damage
co any sewer or sewage facility or which may prevent safe entry by authorized personnel.

High Temperature Waste

Any waste which, by itself or in combination with another substance, will create heat in amounts which will interfere
with the operation and maintenance of a sewer or sewage facility or with the treatment of waste in a sewage facility,

Any waste which will raise the temperature of waste entering any sewage facility to 40 degrees Celsius (104 degrees
Fahrenheit) or more, or any non-domestic waste with a temperature of 65 degrees Celsius (150 degrees Fahrenheit) or
more.

Biomedical Waste

Any of the following categories of biomedical waste: human anatomical waste, animal waste, untreated
microbiological waste, waste sharps, medical products, and untreated human blood and body fluidsknown to contain
viruses and agents.

Miscellaneous Wastes

Any waste, other than sanitary waste, which by itself or in combination with another substance:

a.
b,

consumes or may constitute a significant health or safety hazard to any person,
may interfere with any sewer or sewage treatment process,

Responsible Agent: Operations
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CONVENTIONAL CONTAMINANTS [m8/L]

Biochemlcal Oxygen Demand (BOD) 350

ChemicalOxygenDemand (COD) 1000

Oil and Grease' 100

Suspended Solids 350

*

4

may cause a discharge from a sewage facility to contravene any requirements by or under any
ADEQ or NPDES discharge permit or any other act, approved Liquid Waste Management Plan, or
any other law or regulation governing the quality of the discharge, or may cause the discharge to
result in a hazard to people, animals, property or vegetation,
may cause biosolid to fail criteria for beneficial land application.

B. RESTRICTED WASTE

Restricted waste means:

Specified Waste

Any waste which, at the point of discharge into a sewer, contains any contaminant at a concentration in excess of the
limits set out below. All concentrations are expressed as total concentrations which includes all forms of the
contaminant, whether dissolved or in-dissolved. The concentration limits apply to both grab and composite samples.
Contaminant definitions and methods of analysis are outlined in standard methods.

Total oil and grease includes oil and grease (hydrocarbons) (see table (b))

Responsible Agent: Operations

d.

1.

c.

Approved:



Benzene 0.1

Ethyl Benzene 0.2

Toluene 0.2

Xylenes 0.2

Polynuclear Aromatic Hydrocarbons (PAH)2 0.05

Phenols N/A

Oil and Grease (hydrocarbons) 15

Arsenic (As) 0.20

Cadrmum (Cd) 0.047

Chloride (CI) 1500

Chromium (Cr) 3.0

ORGANIC CONTAMINANTS [mg/L]

INORGANIC CONTAMINANTS [mg/L]

2 Note: Polynuclear Aromatic Hydrocarbons (PAH) include:

a.
b.
c.
d.
e.
f.
g .

11.

naphthalene benz(a)anthracene
acenaphthylene chrysene
acenapthene benzo(k)f1uoranthene
fluorine benz(k)fluoranthene
phenanthrene benz(a)pyrene
anthracene dibenzo(a,h)anthracene
fluoranthene indeno(I,2,3-cd)pyrene
Cyrene benz(g,h,i)perylene

Approved:
Responsible Agent: Operations



Cobalt (Co) 5

Copper (Cu)
1.5

Cyanide (CN) 1

Iron (Fe) 50

Lead <pb) 0.41

Manganese (Mn) 5

Mercury (Hg) 0.023 mg/L

Molybdenum (Mo) 5

Nickel (Ni) 3

Selenium (Se) 0.10

Silver (Ag) 1.2

Sulfide (s)
10

Zinc (ZH) 3.5

g

Food Waste

Any non-domestic waste from cooking and handling of food that, at the point of discharge into a sewer, contains
particles larger than 0,5 centimeters in any dimension.

Radioactive Waste

Any waste containing radioactive materials that, at the point of discharge into a sewer, exceeds radioactivity
limitations as established by NRC for sewer discharges (Unity equation and other related standards).

pH Waste

Any non-domestic waste which, at the point of discharge into a sewer, has a pH lower than 6.0 or higher than 9.0 , or
a H less than 5.0 for disc far es from Industrial customers into the Com an 's wastewater s stem, as determined b.P . 8 P Y Y Y
either a grab or a composite sample.

Dyes and Coloring Material

Dyes or coloring materials which may pass through a sewage facility and discolor the effluent from a sewage facility
except where the dye is used by the Sewer Company, or one or more of its agents, as a tracer.

4.

3.

5.

2.

Approved
Responsible Agent: Operations



Miscellaneous Restricted Wastes

Any of the following wastes:

a.
b.
c.
d.
e.
f.

seawater
PCBs
chlorinated phenols'
pesticides
herbicides
tetrachloroethylene

1 include:

chlorophenol (or the, meta, Para)
dichlorophenol (2,3, 2,4-, 2,5-, 2,6-, 3,4-, 3,5-)
trichlorophenol (2,3,4-, 2,3,5-, 2,3,6-, 2,4,5-, 2,4,6-, 3,4,5-)
tetrachlorophenol (2,3,4,5-, 2,3,4,6-, 2,3,5,6-)
pentachlorophenol

Responsible Agent: Operations
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BLACK MOUNTAIN SEWER CORPORATION

CODE OF PRACTICE-BMSC-CP-01-O04

SECTION 2 _ DENTAL OPERATIONS

1. APPLICATION

This code of practice for dental operations defines mandatory requirements for managing non-domestic waste
discharged directly or indirectly into a sewer connected to a sewage facility.

This code of practice applies to dental operations.

11. DISCHARGE REGULATIONS

An operator of a dental operation must not discharge waste which, at the point of discharge into a sewer, cant s:

a.
b.

prohibited waste, special waste, or storm water , or
restricted waste with the exception of mercury measured at the point of discharge from a certified
amalgam separator.

An operator of a dental operation that produces liquid waste from photographic imaging containing silver shall
comply with the requirements of BMSC-CP-01-004.

An operator of a dental operation that produces wastewater containing dental amalgam must either:

a.
b.

collect and transport the wastewater from the dental operation for off-site waste management, or
treat the wastewater at the dental operation site prior to discharge to the sewer using a certified
amalgam separator.

An operator of a dental operation must install and maintain the amalgam separator according to the manufacturer's
or supplier's recommendations in order that the amalgam separator functions correctly. Such separator must be
cerdNed for use by the manufacturer under the provisions of ISO 11 143.

An operator of a dental operation who installs an amalgam separator must ensure that:

all dental operation wastewater that contains dental amalgam is treated using the
separator,
a monitoring point is installed at the outlet of the amalgam separator or downstream of the
amalgam separator at a location upstream of any dischargeof other waste,
the monitoring point must be installed in such a manner that the total flow from the amalgam
separator may be intercepted and sampled, and
the monitoring point shall be readily and easily accessible at all times for inspection.

amalgam

If the amalgam separator is located downstream of a wet vacuum system, an operator of a dental operation must
ensure that:

a.
b.

the wet vacuum system is Hated vvidl an internal flow control fitting, or
a flow control fitting is installed on the water supply line to the wet vacuum system.

The How control fitting must be sized to limit the flow to a rate that is no more than the maximum inlet flow rate of
the amalgam separator as stated by the manufacturer of the amalgam separator.

Responsible Agent: Operations
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b.

C.

d.

Approved:
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An operator of a dental operation must locate an amalgam separator in such a manner that an accidental spill, leak or
collecting container failure will not result in waste containing amalgam entering any If a location is not
available, an operator of a dental operation must do one of the following:

sewer.

(3)
(b)

install spill containment to contain spills or leaks from the amalgam separator, or
cap all floor drains into which liquid spilled from the amalgam separator would normally flow.

An operator of a dental operation must replace the amalgam separators collecting container when any one of the
following occurs:

(3)

(b)
(c)

the  manufacturer 's  or  suppl ier 's  recommended expi ry date ,  as  shown on the  amalgam
separator, has been reached, or
the warning level specified in the ISO Standard has been reached; or
analyt ical  data obtained using a method of analysis outl ined in standard methods,  or an
alternative method of analysis approved by the manager, having a method detection limit of
0.1 mg/L or lower, indicates that the total concentration of mercury in the discharge from
the amalgam separator is greater than, or equal to, 2 mg/L.

An operator of a dental operation shall not dispose of dental amalgam collected in an amalgam separator, a collecting
container, or any other device, to a sewer.

111. RECORD KEEPING AND RETENTION

An operator of a dental operation that uses an amalgam separator must keep, at the site of installation of the amalgam
separator, an operation and maintenance manual containing instructions for installation, use, maintenance and service
of the amalgam separator installed.

An operator of a dental operation that uses an amalgam separator must post, at the site of installation of the amalgam
separator, a copy of the ISO Standard test report pertaining to the amalgam separator installed.

An operator of a dental operation that uses an amalgam separator must keep a record book at the dental operation
site that includes the following information pertaining to the amalgam separator installed:

a.

b.

C.

d.

date of installation of the amalgam separator and name of the installation service provider,
serial number and expiry date of the amalgam separator and/or its components,
maximum recommended flow rate through the amalgam separator, where applicable,
dates of inspection, maintenance, cleaning and replacement of any amalgam separation equipment
or components,
dates and descriptions of all operational problems, spills, leaks or collecting container failures
associated with the amalgam separator and remedial actions taken,
name, address and telephone number of any person or company who performs any maintenance or
disposal servicesrelated to the operation of the amalgam separator, and
dates of pick-up of the collecting container for off-site disposal, volume of waste disposed and the
location of disposal.

The records must be retained for a period of two years and must be available on request by an sewer company
employee.

Responsible Agent: Operations
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e.

f.
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BLACK MOUNTAIN SEWER CORPORATION

CODE OF PRACTICE

SECTION 3 - DRY CLEANING OPERATIONS

I. APPLICATION

This code of practice for Dry Cleaning operations defines die requirements for managing waste discharged directly or
indirectly into a sewer connected ro a sewage facility from dry cleaning businesses, or other facilities employing
solvent or chemical cleaning routines.

Definitions are included in BMSC-CP-01-DEF.

11. DISCHARGE REGULATIONS

An operator of a dry cleaning operation must not discharge waste, which at the point of discharge into a sewer
contains:

(2)
(b)

(c)

Tetrachloroethylene and Perchlomethyene is prohibited.,
Petroleum solvent in a concentration that is in excess of 15 milligrams per liter as analyzed in a grab
sample, and
Prohibited waste, restricted waste, special waste, storm water, or uncontaminated water.

An operator of a dry cleaning operation that generates wastewater containing tetrachloroethylene or petroleum
solvent shall eidler:

(2)

(b)

Collect and transport the wastewater from the dry cleaning operation for off site waste
management, or
Install and maintain a solvent/water separator and holding tank in accordance with this code of
practice.

All dry cleaning operations in business that generate wastewater containing tetrachloroethylene or petroleum solvent,
but do not have a solvent/water separator and holding tank shall install and maintain a solvent/water separator and
holding tank when any of the following occur:

(2)
(b)
(c)

The dry cleaning operation is renovated, to modify the plumbing or dry cleaning equipment;
New equipment, designed specifically for dry cleaning, is added to the dry cleaning operation; or
The discharge from the dry cleaning operation exceeds the discharge limits specified above or any
of the restricted waste criteria specified in BMSC-CP-Ol-DEF.

Solvent Water Separators and Holding Tanks

Solvent/water separator and holding tank installations must conform to the requirements of this code of practice.

An operator of a dry cleaning operation shall not directly discharge wastewater from the solvent/water separator to a
sewage facility

An operator of a dry cleaning operation must:

(2)

(b)

Collect the wastewater discharged from a solvent/water separator into a transparent, solvent-
compatible, holding tank with a containment capacity 25% larger than the total volume of the
solvent/water separator, and
Allow the wastewater to stand undisturbed for a period of not less than 12 hours following each
operating date.

Responsible Agent: Operations
Approved:
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An operator of a dry cleaning operation must check the contents of the holding tank after the specified period of
time has elapsed to determine whether the wastewater contains any visible residual solvent. If there is no visible
residual solvent in the holding tank, the contents may be discharged to the sewer.

If the holding tank contains any visible tetrachloroethylene or petroleum solvent after the specified period of time,
then the tetrachloroethylene or petroleum solvent must be separated and returned to the solvent recovery system.
After the removal of all visible solvent, the wastewater may be discharged to the sanitary sewer.

Visual Inspections

An operator of a dry cleaning operation must:

<a)
(b)

Visually inspect the solvent/water separator on a daily basis and
Clean the solvent/water separator at least once every seven (7) days to manufacturers standards.

Spills and Leaks

An operator of a dry cleaning operation must install spill containment facilities in all chemical storage areas and
around all dry cleaning machines.

An operator of a dry cleaning operation must block off all sewer drains within the containment area for chemical
storage and dry cleaning equipment to prevent any accidental discharge of solvent to a sewer.

An operator of a dry cleaning operation must inspect all dry cleaning equipment for liquid leaks at least once per day.

An operator of a dry cleaning operation must keep all equipment clean to ensure that leaks are visible. The following
areas and items are to be checked for leaks:

(i)
(11)
(111)
(iv)
(v)
(vi)
(vii)
(viii)
(ix)
(x)
(xi)
(xii)

hose connections, unions, couplings and valves
machine door gasket and seating
filter head gasket and seating
pumps
base tanks and storage
solvent/water separators
filter sludge recovery
distillation unit
diverter valves
saturated lint in lint baskets
holding tanks
cartridge filters

An operator of a dry cleaning operation who detects any Liquid leak from dry cleaning equipment or chemical storage
must repair the leak within 72 hours and must immediately prevent any discharge of contaminants to a sewer.

III. RECORD KEEPING AND RETENTION

Every dry cleaning operation must keep a record book on site for inspection with records from the previous two
years.

The following information shall be recorded in the record book:

(i)
(11)
(111)
<1v)
(v)

record of all inspectionsdoneby the operator, employees or other hired personnel,
record of any liquid leaks detected and remedialaction taken,
record of solvent/water separator cleaning,
record of holding tank cleaning and solvent transfer, and
record of all other equipment maintenance and repair.

Responsible Agent: Operations
Approved:
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BLACK MOUNTAIN SEWER CORPORATION

CODE OF PRACTICE

SECTION 4 - FOOD SERVICE OPERATIONS

1. APPLICATION

This code of practice for Food Service operations defines the reqWrements for managing waste discharged directly or
indirect into a sewer connected to a sea e facile from restaurants, or other facilities am lo in food service as a. Y . . 8 P  Y  8
primary or secondary business operation.

This code of practice applies to:

(a>
(b)

(c)

operators of a food services operation d'lat adds kitchen equipment that discharges oil and grease;
operators of a food services operation that discharges non-domestic waste to sewer that exceeds any of
the restricted waste criteria specified in BMSC-CP-O1-DEF; or
any food service operation, as determined by BMSC's wastewater operations group.

Definitions are included in BMSC-CP-01-DEF.

11. DISCHARGE REGULATIONS

An operator of a Food Service Operation must not discharge waste, which at the point of discharge into a sewer,
contains:

oil and grease in a concentration that is in excess of 100 milligrams per liter as analyzed in a grab
sample,
suspended solids in a concentration that is in excess of 350 milligrams per liter as analyzed in a grab
sample,
5-day biochemical oxygen demand (80D5) in a concentration that is in excess of 350 milligrams
per liter in a grab sample,
prohibited waste, restricted waste, special waste, storm water, or uncontaminated water.

111. GREASE INTERCEPTORS

Grease interceptors are required ro be installed and maintained by the Owner of food service operations within the
collection system of BMSC facilities. Grease interceptor installations shall conform to the requirements of this code
of practice,

Design

The rated flow capacity of each grease interceptor installed in food services establishments shall not be less than the
maximum discharge flow from all plumbing fixtures connected to the grease interceptor that will discharge
simultaneously.

The rated flow capacity of each grease interceptor must be established using the Uniform Plumbing Code (UPC)
2001 test as approved by the BMSC operations group.

Responsible Agent: Operations
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The operator of a food services operation must calculate the maximum discharge flow rate to a grease interceptor by
adding together the flow rates from each Exmre that will discharge simultaneously using the follovldng method to
estimate the flow rate from each fixture:

Flow Rates

All grease interceptors must be labeled with information containing the rated flow capacity of the unit. The label
shall be permanently affixed and visible following installation. Where a permanently affixed and visible label is not
possible or practical, manufacturer and installation drawings of the grease interceptor shall be maintained at the site
and shall be available for inspection by an officer, on request.

Each grease interceptor must have either:

(c)

(8)
(b)

for sinks, calculate the total volume of each sink and assign a drain mc of one minute.
for exhaust hoods with an automatic cleaning cycle, measure the discharge flow rate or use the
manufacturers estimate of peak discharge flow rate during the automatic wash cycle.
for floor drains, estimate the flow rate using the following table:

an internal flow control fitting, or
a How control Fitting installed on the inlet line?

Floor Drain Diameter

L/s

1 .4

Drain Rate

Imperial

rPm

18.3

Ki

1
US rpm

37

45

22

.5

!
1

i

(d) for drains on other equipment, use the table in Section (cl or if the drain size is less than 2 inches in
diameter either:

1.

2.

3.

measure the discharge flow rate, or
refer to manufacturers estimated peak discharge flow rate, or
use a minimum of 1.4L/s.

<¢> for automatic dishwashers, measure the discharge flow rate or use the maximum discharge
How rate specified by the dishwasher manufacturer.

Where the rated flow ca act of a tease interce tor is exceeded b the maximum disc far e flow rate from allP g P y g
plumbing fixtures that w11l be discharged snnultaneously to the grease interceptor, the operator of a food services
operation must:

Install a grease interceptor that has a rated flow capacity equal to or greater than the maximum
discharge flow rate from all plumbing fixtures connected to the grease interceptor that will
discharge simultaneously, or
Install additional grease interceptors so that the maximum discharge flow rate from fixtures
connected to each grease interceptor that will discharge simultaneously does not exceed the rated
flow capacity of the grease interceptor, or

2 The How control fitting must be sized to limit the flow to a rate that is no more than the rated flow capacity of the grease
interceptor,

Responsible Agent: Operations
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Have a plan approved by the manager showing how the discharge of waste will be managed.

Installation

A grease interceptor must be located so that it is readily and easily accessible for inspection and maintenance. A
sampling point shall be installed as follows:

a sampling tee shall be located either at the outlet of the grease interceptor or downstream of the
grease Interceptor at a location upstream of any discharge of other waste,
the sampling tee shall be not less than 10.2 cm (4 inches) in diameter, and shall be installed so that
it opens in a direction at right angles to and vertically above the flow of the sewer pipe; and
the sampling tee shall be readily and easily accessible at all times for inspection.

Maintenance

An operator of a food services operation shall maintain all grease interceptors installed in connection with the food
services operation in accordance with the manufacturer's recommendations so that the grease interceptors function
properly.

An operator of a food services operation must not permit oil and grease to accumulate in a grease interceptor in
excess of the lesser of six inches or 25% of the wetted height of the grease interceptor.

An operator of a food services operation shall not dispose of oil and grease from a grease interceptor to a sewer. All
cleaning or grease removal shall be accomplished by employing vector trucks or other means to preclude any grease
from entering the collection system.

An operator of a food services operation must not use or permit the use of chemical agents, enzymes, bacteria,
solvents, hot water or other agents ro facilitate the passage of oil and grease through a grease interceptor without the
express written consent of BMSC.

Connections to Grease Interceptors

An operator of a food services operation shall have the following fixtures connected to the grease intercept system:

(a>
(b)
(c)
(d)

(e)

sinks used for washing pots, pans, dishes, cutlery and kitchen utensils;
drains serving self-cleaningexhaust hoods installed over commercial cooking equipment,
drains serving commercial cooking equipment that discharges oil and grease,
drains serving a garbage compactor used to compact waste that may contain, or be contaminated
with, food waste, or
other fixtures that discharge wastewater containing oil and grease.

The following ExMres shall not be connected to a grease interceptor:

garburators, potato peelers and similar equipment discharging solids,
toilets, urinals and hand sinks,
automatic dishwashers

Outdoor Garbage Compactors

An owner of an outdoor area e com actor installation connected_ 8 8 P
prevent rainwater from entering the drain connected to d'xe sewer.

to a sewer must install works as necessary to

3 An automatic dishwasher may be connected to a grease interceptor provided that there are no other fixtures connected to the
grease interceptor and the grease interceptor is sized to accept the maximum discharge How rate specified by the dishwasher
manufacturer.

3.

2.

1.

3.
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Iv. RECORD KEEPING AND RETENTION

An operator of a food services operation must keep a record at the food services operation of all grease interceptor
inspection and maintenance activities including:

the date of inspection or maintenance,
the maintenance conducted,
the type and quantity of material removed from the grease interceptor, and
the location of disposal of the material removed from the grease interceptor.

The records shall be retained for a period of two years, and shall be available on request by an officer.

(3)
(b)
(c)
(d)

Approved:
Responsible Agent: Operations
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BLACK MOUNTAIN SEWER CORPORATION

CODE OF PRACTICE

SECTION 5 - PHOTOGRAPHIC IMAGING OPERATIONS

1. APPLICATION

This code of practice for photographic imaging operations defines mandatory requirements for managing non-
domestic waste discharged directly or indirectly into a sewer connected to a sewage facility.

This code of practice applies to photographic imaging operations. Definitions are included in BMSC-CP-01-DEP.

11. DISCHARGE REGULATIONS

An operator of a photographic imaging operation must not discharge waste which, at the point of discharge into a
sewer, contains:

(H)

(b)

silver in a concentration that is in excess of 5 milligrams per liter (m8/L) as analyzed in a grab
sample, or,
prohibited waste, restricted waste, special waste, storm water, or uncontaminated water as defined
in BMSC-CP-01-DEF, other than the following restricted wastes: BOD, COD, chloride, iron and
sulfate.

An operator of a photographic imaging operation that produces liquid waste containing silver must either:

(Q)

(b)

collect and transport the waste from the photographic imaging operation for off-site waste
management, or
treat the waste at the photographic imaging operation site prior to discharge to the sewer using one
of the following silver recovery technologies:
(i) two chemical recovery cartridges connected in a series,
(ii) an electrolytic recovery unit followed by two chemical recovery car fridges connected in

series, or
any other silver recovery technology, or combination of technologies, capable of reducing
the concentration of silver in the waste to 5 mg/L or less where valid analytical test data
has been submitted to, and accepted by, the BMSC wastewater group.

(iii)

An operator of a photographic imaging operation must install and maintain silver recovery technology according to
the manufacturer's or suppLier's recommendations.

An operator of a photographic imaging operation must collect all liquid waste containing silver in a holding tank and
must deliver this waste to the chemical recovery cartridges using a metering pump.

An operator of a photographic imaging operation must calibrate the metering pump at least once per year.

Spill/Leak Prevention

An operator of a photographic imaging operation must locate the silver recovery system in such a manner that an
accidental spill, leak or container failure will not result in liquid waste containing silver in concentrations greater than
5 mg/L entering any sewer.

If a location referred to above is not available, an operator of a photographic imaging operation must do one of the
following:

(H) install spill containment to contain spills or leaks from the silver recovery system, or

Responsible Agent: Operations
Approved



(b) cap all floor drains into which liquid spilled from the silver recovery system would normally
flow.

Testing

W/hen using two separate chemical recovery cartridges, an operator of a photographic imaging operation must test the
discharge from the first cartridge for silver content at least once per month using either silver test paper or a portable
silver test lat.

When the discharge from the first chemical recovery cartridge referred to above cannot be sampled, an operator of a
photographic imaging operation must:

install a cumulative flow meter on the silver recovery system; and
test the discharge from the second chemical recovery cartridge once per week using silver test
paper or a silver test kit.

Cartridge Replacement

An operator of a photographic imaging operation must replace the chemical recovery cartridges when any one of the
following occurs:4

<a)

(b)

(c)

(d)

the manufacturer's or supplier's recommended expiry date, as shown on each cartridge, has been
reached,
eighty percent (80%) of the nlanufacturer's or supplier's maximum recommended capacity, or total
cumulative How, for each cartridge has been reached,
test data, using silver test paper or a silver test kit, indicates that the discharge from the first
cartridge is greater than 1000 mg/L; or
analytical data using a method of analysis outlined in standard methods, or an alternative method of
analysis approved by the manager, having a method detection limit of 0.5 mg/L silver or lower,
indicates that the concentration of silver in the discharge fforn the silver recovery system is greater
than, or equal to, 5 mg/L.

111. RECORD KEEPING AND RETENTION

An operator of a photographic imaging operation that uses a silver recovery system must keep, at the photographic
imaging operation site, an operation and maintenance manual pertaining to all equipment used in the silver recovery
system.

An operator of a photographic imaging operation that uses two chemical recovery cartridges connected in series must
keep a record book at the photographic imaging operation site which includes the following information recorded for
the previous two years:

la)
(b)
(c)

(d)

(c)

serial number of each chemical recovery cartridge used,
installation date of each chemical recovery cartridge used,
expiry date of each chemical recovery cartridge used (where provided by manufacturers or
suppliers);
maximum recommended capacity, or total cumulative flow, of each chemical recovery cartridge
used,
dates of all metering pump calibrations,

* If treatment of liquid waste with two chemical recovery cartridges connected in series is the only silver recovery technology being
used, then the owner of the photographic imaging operation must replace both chemical recovery cartridges when one of the
events referred tO occurs.

If treatment of liquid waste with two chemical recovery cartridges connected in series is used following treatment by an
electrolytic recovery unit, the second cartridge may replace the used first cartridge and a new second cartridge may be installed
when one of the events referred to occurs.

Both chemical recovery cartridges used following an electrolytic recovery unit must be replaced by the operator of the
photographic imaging operation when one of the events referred to above occurs if this is recommended by the manufacturer or
supplier of the cartridges,

Responsible Agent: Operations
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(f)

(8)

monthly silver test results on the discharge from the first chemical recovery cartridge, or where the
discharge from the first cartridge cannot be sampled, weekly silver test results on the discharge
from doe second chemical recovery» cartridge and weekly cumulative flows through the silver
recovery system, and
dates and descriptions of all operational problems associated with the chemical recovery cartridges
and remedial actions taken.

An operator of a photographic imaging operation that uses an electrolytic recovery unit in addition to two chemical
recovery cartridges connected in series must keep a record book at the photographic imaging operation site which
includes the following information recorded for the previous two years:

(al
(b)
(c)
(d)

all information specified above,
date of each removal of silver from ate electrolytic recovery unit,
date of each maintenance check on the electrolytic recovery unit,
dates and descriptions of all operational problems associated with the electrolytic recovery unit anti
remedial actions taken.

Responsible Agent: Operations
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BLACK MOUNTAIN SEWER CORPORATION

CODE OF PRACTICE

SECTION 6 .. RV PARK OPERATIONS

1. APPLICATION

This code of practice for RV park operations defines the requirements for managing waste discharged directly or
indirectly into a sewer connected to a sewage facility from RVs, mobile homes, trailers, watercraft and other sources
whichemploy storage, chemical disinfection/stabilization and discharge as a waste disposal mechanism.

This code of practice applies to all RV park operations. Definitions are included in BMSC-CP-01-DEF.

II. DISCHARGE REGULATIONS

An operator of an RV park operation must not discharge waste, which at the point of discharge into a sewer,
contains:

oil and grease in a concentration that is in excess of 100 milligrams per liter as analyzed in a grab
sample,
suspended solids in a concentration that is in excess of350 milligrams per liter as analyzed in a grab
sample,
5-day biochemical oxygen demand (BODY) in a concentration that is in excess of 350 milligrams
per liter in a grab sample,
prohibited waste, restricted waste, special waste, storm water,or uncontaminated water.

if the RV park operation accepts RV customers with the intention of providing sewerage hook-ups, that practice is
only acceptable if one of the following conditions is met:

If the RV park operation has a dedicated pre-treatment facility, that facility must be used for die
disposal of the first discharge of wastewater from any entering RVs. The facility must be
maintained as per manufacturer's or engineer's operating instructions. Discharge from that facility
which is directed to a sewer connected to a sewerage facility shall be metered such that large slugs
of waste are not introduced to the sewer instantaneously. Discharges from such facilities to sewers
are limited to 10% of the ADWF (in USGPM) experienced in the sewer.
In the absence of a dedicated pre-treatment facility, the RV park operation shall require incoming
RVs to certify that, prior to connection to a sewer, that the holding tanks of the RV have been
discharged at an approved facility.

111. RECORD KEEPING AND RETENTION

An operator of an RV park operation must keep a record at the RV park operation of:

1.
2,

all disposals of RV waste into a dedicated pre-treatment facility,
Pre-treatment facility inspection and maintenance activities including:

the date of inspection or maintenance,
the maintenance conducted, and

c. the type and quantity of material removed from the facility,
Certifications of waste disposal prior to hook up of RVs to sewer services.

a.
b.

The records shall be retained for a period of two years, and shall be available on request by an sewer company
employee.

Responsible Agent: Operations
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BLACK MOUNTAIN SEWER CORPORATION

CODE OF PRACTICE

SECTION 7 .. PRETREATMENT/INDUSTRIAL WASTE CONTROL

I APPLICATION

This Section is adopted by the Company in accordance with the authority conferred in the Clean Water Act, and any
regulations implementing the Clean Water Act, including, but not limited ro, 40 CFR 403.8, applicable Arizona
Revised Statutes, including but not limited to 49 A.R.S. 2, applicable Arizona Administrative Code, including but not
limited to 18 A.A.C. 9 and 18. A.A.C. 11, and with all the powers thereof which are specifically granted to Me Company,
or are necessary or incidental to or implied from power specifically granted therein for carrying out the objectives and
purposes of the Company and this Section.

II. COMPLIANCE

The Pretreatment/Industrial Waste Control Program is designed to enable the Company to comply with all conditions
of any applicable National Pollutant Discharge Elimination System (AZPDES) Permit, Federal Pretreatment
Regulations, Arizona Pretreatment Regulations, and any applicable sludge disposal regulations, and to meet the
following objectives:

(a) To prevent the introduction of pollutants into the Company's Facilities which
will interfere with the operation of the wastewater systems or contaminate the sludge.

(b) To prevent the introduction of pollutants into the wastewater system which will
pass through the wastewater system, inadequately treated, into the receiving waters or the atmosphere.

(c) To prevent the introduction of pollutants into the wastewater system which
might constitute a hazard to humans or to animals.

(d) To assure the Company's ability ro recycle and reclaim wastewater and sludge.

(c)
Company's wastewater system.

To protect human health and welfare, the environment, property and the

11. DISCHARGE REGULATIONS

A. General Discharge Limitations

No customer shall contribute or cause to be contributed, directly or indirectly, any pollutant or wastewater which will
interfere with the operation or performance of the Company's wastewater system. These general prohibitions apply co
all customers of the Company whether or not the customer is subject to National Categorical Pretreatment Standards
or any other national, State, Company, or local pretreatment standards or requirements.

Specific Discharge Limitations

No User shall discharge into the Company wastewater system or into any connected sewer system at any time or
any period of time, wastewater containing any of the following materials and substances in excess of theover

Responsible Agent; Operations
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limitations provided herein. These limitations may also be imposed directly on process Wastewaters prior to dilution
by domestic and other Wastewaters discharged by a customer:

Contaminant Limit in mg/L

1. Arsenic 0.45

Cadmium 0.047

3. Chromium 3.6

Copper 1.5

5. Lead 0.41

Mercury 0.002

Molybdenum 0.71

Nickel 3.0

Selenium 0.10

10. Silver 1.2

11. Zinc 3.5

Once promulgated, National Categorical Pretreatment Standards for a particular industrial
subcategory, if more stringent, shall supersede all conflicting discharge limitations contained in
this Section 7, as they apply to that industrial subcategory.

State requirements and limitations on discharges shall apply in any case where they are more
stringent than federal requirements and limitations or those contained elsewhere in this Code.

Prohibited Discharges

None of the following described sewage, water, substances, materials, or wastes shall be discharged into the
Company's wastewater system or into the sewer system by any customer, and each governingbody of any applicable
Service Provider shall prohibit and shall prevent such discharges by any BMSC customer, either directly or indirectly,
into its sewer system:

(a) Any Liquids, solids or gases which by reason of their nature or quantity are, or
may be, sufficient either alone or by interaction with other substances to cause tire or explosion or be injurious in any
other way to the Company's wastewater system, the sewer system of a Service Provider or any of its connectors, or to
the operation of the Company. At no time shall any reading on an explosion hazard meter, at the point of discharge
into the Company's wastewater system or the sewer system of a Service Provider or any of its customers (or at any
point in the wastewater systems), or at any monitoring location designated by the Company in a wastewater
contribution permit, be more than ten percent (10° /0) of the Lower Explosive Limit (LEL) of the meter. Prohibited
materials include, but are not limited ro, gasoline, kerosene, naphtha, benzene, toluene, xylene, ethers, alcohols,
ketenes, aldehyde, peroxides, chlorates, perchlorates, tetrachloroethylene, perchloroethylene, bromated, carbides,
hydrides, and sulfides.

(b) Any solid or viscous material which could cause an obstruction to flow in the
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sewers or in any way could interfere with the treatment process, including as examples of such materials but without
limiting the generality of the foregoing, significant proportions of ashes, wax, paraffin, cinders, sand, mud, straw,
shavings, metal, glass, rags, lint, feathers, tars, plastics, wood and sawdust, paunch manure, hair and fleshings,
entrails, lime slurries, beer and distillery slops, grain processing wastes, grinding compounds, acetylene generation
sludge, chemical residues, acid residues, food processingbulk solids, snow, ice, and all other solid objects, material,
refuse, and debris not normally contained in sanitary sewage.

(c) Any wastewater having a PH less than 5.0 for discharges from Industrial
Customers into the Company's wastewater system or the sewer system of a Service Provider or that of any of its
Customers, or less than 6.0 or greater than 9.0 for other discharges into the Company's wastewater system, or
wastewater having any other corrosive property capable of causing damage or hazard to any part of die Company's
wastewater system or the sewer system of a Service Provider or any of its Customers, or to personnel.

(d) Any wastewater having a temperature which will inhibit biological activity at the
Company's treatment plant, but in no case wastewater containing heat in such amounts that the temperature at the
introduction into the Company's wastewater treatment exceeds 40°C (104°F).

(e) Any pollutants, including oxygen demanding pollutants (BOD, COD, etc.)
released at a flow rate and/or pollutant concentration which cause Upset. In no case shall a slug load have a flow rate
or contain concentrations or qualities of pollutants that exceed for any time period longer than fifteen (15) minutes
more than five (5) times the average twenty-four (24) hour concentration, quantities, or How during normal
operation.

(Q Any water or wastes containing a toxic substance (such as Chlorine, etc) in
sufficient quantity, either singly or by interaction with other substances, to injure or interfere with any sewage
treatment process, to constitute a hazard to humans or to animals, or to create any hazard or toxic effect in the
waters which receive the treated or untreated sewage.

(g) Petroleum oil, non-biodegradable cutting oil, or products of mineral oil origin,
each in amounts that will cause interference.

(h) Pollutants which result in the presence of toxic gases, vapors, or fumes within
the system in a quantity that may cause acute worker health and safety problems.

(i) Any trucked or hauled pollutants except at discharge points designated by the
Company.

(j) Any water or wastes containing pollutant quantities or concentrations exceeding
the limitations in Section 7 of this Code of Practice, or the limitations in any applicable Categorical Standards.

111. HAZARDOUS WASTE DISCHARGE NOTICE

Any customer disposing of industrial waste shall notify the Company, the EPA Regional Waste Management
Division Director, and the state hazardous waste authorities in writing of any discharge into the Company's
wastewater system of any substance which, if otherwise disposed of, would be considered a hazardous waste under 40
CFR Part 261. The specific information required to be reported and the time frames in which it is to be reported
are found at 40 CFR §403.12(p).

Iv. REPORTING REQUIREMENTS FOR SIGNIFICANT INDUSTRIAL USERS

[RESERVED]
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v. MONITORING BMSC FACILITIES
\

The Company may require to be provided and operated, at the customer's own expense, monitoring facilities to allow
inspection, sampling, and flow measurement of any discharges as necessary to determine compliance with the
provisions of this Code.

There shall be ample room in or near such sampling manhole or facility to allow accurate sampling and preparation
of samples for analysis. The facility, sampling, and measuring equipment shall be maintained at all times in a safe and
proper operating condition at the expense of the customer.

The sampling and monitoring facilities shall be provided in accordance with the Company's requirements and all
applicable local construction standards and specifications. Construction shall be completed within such a time frame as
the Company shall specify by written notification.

Responsible Agent: Operations
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BLACK MOUNTAIN SEWER CORPORATION

CODE OF PRACTICE

SECTION 8 - NONCOMPLIANCE / ENFORCEMENT

1. NOTICE OF VIOLATIONS

Whenever the Company determines that any customer has violated or is violating any provision of this Code, federal,
state or local ordinance, the Company may serve upon such customer a written notice stating the nature of the
violation(s). V(/'here directed to do so by the notice, a plan for the satisfactory correction of the violation(s) shall be
submitted to the Company by the customer, within a time frame as specified in the notice.

\5l/henever the Company determines that any customer has violated or is violating any provision of this Code, or any
directives, orders, or permits issued or approved ro which the Company is bound, the Company may serve upon such
customer a written notice stating the nature of the violations(s), and requiring that the customer correct the
violation(s) within a specified period of mc; perform such tasks as the Company determines are necessary for the
customer to correct the violations, or perform such tasks and submit such information as is necessary for the
Company to evaluate the extent of noncompliance or to determine appropriate enforcement actions to be taken in
conjunction with the applicable regulatory agencies.

II. SUSPENSION OF SERVICE

The Company may suspend the wastewater treatment service, in accordance with A.A.C. R14-2-609, when such
suspension is necessary, in the opinion of the Company, in order to stop an actual or threatened discharge which
presents or may present an imminent or substantial endangerment to the health or welfare of persons, to the
environment, causes pass through or interference or causes the Company to violate any condition of its aquifer
protection permit or AZPDES permit.

Any customer notified of a suspension of the wastewater treatment service shall immediately stop or eliminate the
discharge. In the event of a failure of the customer to comply voluntarily with the cease and desist request, the
Company shall take such steps as deemed necessary, including immediate severance of the sewer connection, to
prevent or minimize damage to the company's wastewater system or endangerment to any individuals or the
environment. Any reconnection shall be in accordance with the Company's Tariff.

2145261.2
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1.

Q-

INTRODUCTION AND PURPOSE OF TESTIMONY.

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A. My name is Greg Sorensen. My business address is 12725 W. Indian School Road,

Suite D-101, Avondale, AZ 85392.

Q- BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

A. I am employed by Liberty Water, formerly known as Algonquin Water Services

("AWS") as Director of Operations for the Western Group. For purposes of this

rebuttal testimony and this rate case, AWS and Liberty Water can essentially be

used interchangeably.

Q. DID YOU PREVIOUSLY PROVIDE TESTIMONY ON BEHALF OF THE

COMPANY IN THIS CASE?

A. Yes, my direct testimony was filed on December 19, 2008, with the Company's

application.

Q. WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

A. To further support BMSC's application for rate relief by responding to certain

aspects of the direct testimony of Utilities Division Staff ("Staff"), and the

Interveners, RUCO, Boulders Home Owners Association ("BHOA"), Town of

Carefree ("Town"), and Dennis E. Doelle, D.D.S. ("Doelle").

Q. HOW IS YOUR REBUTTAL TESTIMONY ORGANIZED?

A. I have provided a section in rebuttal to each of the other parties' direct filings. The

Company's accounting witness, Tom Bourassa, will also be filing rebuttal and he

will also address many of the issues in dispute between the parties.
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Q. PLEASE SUMMARIZE YOUR REBUTTAL TESTIMUNY?

My testimony addresses certain aspects of the other parties' direct filings. First, I

respond to the Town's testimony regarding giving a remind to 33 homeowners in

the Carefree Estates HOA. Next, I respond to Doelle's request for a new rate
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design for BMSC and BHOA's testimony concerning the settlement agreement

between BMSC and BHOA. Then, I address RUCO's direct testimony relating to

cost of capital from an operations and investment perspective and also respond to

RUCO's testimony regarding non-recuning expense and wastewater treatment

expense. Finally, I discuss Staffs recommendation concerning return on equity

and the hook up tariff as well as Staffs adjustments for testing expenses, truck

lease and labor expenses.

REBUTTAL TO TOWN

HAVE YOU REVIEWED THE TESTIMONY OF BRIAN KINCAID ON

BEHALF OF THE TOWN?

A. Yes, and I am familiar with the issue he has raised.

Q, HOW DOES THE COMPANY RESPOND?

The same way we have for the past three years after the issue was first brought up

.- if there is a remedy that is neutral to BMSC, we support it.

Q- IS THERE SUCH A REMEDY?

Yes, the same one the Town, RUCO and BMSC proposed - give a refund to the 33

homeowners in the Carefree Estates HOA, and debit the accounts of the remaining

customers.

Q- HOW MUCH WOULD THE OTHER CUSTOMERS BE DEBITED?

1
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T ha t  depends  o n t he  number  o f cu s t o mer s  t ha t  have  t he ir  b ills  debit ed .

Unfortunately, it has been three years since the last rate case decision was issued

and some customers have come and some have gone. We don't think we can debit

new customers that never got a refund. But, at the time of the prior proposal, the

per  bill  impac t  wo u ld  have  been r e la t ive ly mino r  -  a  o ne- t ime  char ge  o f

approximately $6.621 The refund was more than $400.

1 See Kincaid Dt. at 5-7.
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Q. WHY WAS THIS MISTAKE MADE IN THE FIRST PLACE?

A.

Q-

A,

There was no mistake. The refund in the lustrate case was calculated by all parties

by dividing the total dollars to be refunded by the number of customers we bill.

For these 33 locations, BMSC only bills one customer - the HOA.

WHY IS THAT, MR. SORENSEN?

I have no idea. There does not appear to be anyone affiliated with this utility or its

past ratemaking that can explain why the HOA is billed as one customer.

Q, IS IT FAIR FOR 33 HOMES TO PAY THE SAME AS A SINGLE FAMILY

HOME FOR SEWER SERVICE?

A. No, and that's not happening. The HOA is billed. on the basis of having 33

individual units.

Q- THEN WHY DIDN'T THE CAREFREE ESTATES HOA GET 33

SEPARATE REFUNDS?

A. Because they were treated as one customer, no matter how large, how small, or

how much flow they generate. Commercial customers got the same refund as

residential customers. This is how everyone that calculated the refund did it, and

the Town .never spoke up in complaint. No party to the last rate case did. It is just

one of those things no one considered until the Town brought it up after the last

decision was issued.

Q- BUT DIDN'T BMSC BENEFIT BY MAKING 32 LESS REFUNDS THAN IT

ALLEGEDLY SHOULD HAVE?
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A. No, we refunded every dollar we were ordered to refund. This is not about how

much we should have refunded, but about who gets the refunds. And, therefore, if

the Commission wants to correct it, it just has to take some money from those they

believe were overpaid and give it to those they believe were underpaid. But the
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money for the refunds should not come from BMSC because the Company has

already done exactly what the Commission ordered.

Q, DO WE KNOW HOW MANY CUSTOMERS ARE STILL ON THE

SYSTEM THAT RECEIVED A REFUND?

A. We figure there are 1,671 current customers that received the refund, including the

Carefree Estate HOA, and would in tum need to receive the debit if the

Commission chooses to direct a refund to the 33 CIE HOA customers. As I said, I

don't think we should debit someone that did not get a refund. Nor can we obtain a

refund from customers that have departed the system. All of which means that to

issue 33 refiinds of $404.64, we need to debit the 1,671 accounts by $7.51 each. I

note that the refund amount, $404.64, is less than the $412.15 we refunded, by the

amount of the debit. In other words, every one getting a refund would get die same

amount.
1

Q- GOING-FORWARD, WOULD THE COMPANY OPPOSE ALL 33

HOMEOWNERS BEING MADE CUSTOMERS OF BMSC AND

ELIMINATING THE HOA?

A. If that is what the customers want, and what the Commission believes should

happen, and there is no harm to BMSC,I do not see why we would oppose that.

Q- DO YOU HAVE ANY OTHER COMMENT ON THE ISSUE RAISED BY

THE TESTIMONY OF THE TOWN?
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A. Just that we work closely with the Town on many issues, and had tried to resolve

this one sometimeago. I am not pointing any fingers, rather, just malting sure it is

clear that BMSC and Liberty Water have done nothing wrong here, and we. have

tried at their own expense to resolve the issue. Therefore, any resolution should be

neutral to BMSC.
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111.

Q-

REBUTTAL TO DR. DOELLE

HAVE YOU REVIEWED DR. DOELLE'S DIRECT TESTIMONY?

A. Yes.

Q. WHAT RELIEF DOES DR. DOELLE SEEK IN THIS PROCEEDING?

A. Well, I am not entirely sure but I think he wants the Commission to approve a new

rate design for BMSC.

Q- DOES DR. DOELLE OFFER AN ALTERNATIVE RATE DESIGN?

Q-

A.

Not really, he says that the rates need a "more rational basis" and says that basing

rates on water usage would be more rational.

DO YOU AGREE?

Yes, although even basing sewer rates on water use has its draw-backs. For

instance, water used for lm° gation does not affect the amount of sewage a

commercial customer conveys to the Company, but would be included as part of

the water usage that the customer would be billed upon.

Q- THEN WHY DOESN'T BMSC BASE ITS SEWER RATES ON WATER

USAGE?

Because we are not the water provider, and there are multiple water providers in

the area of our CCN. Even assuming that these providers would all share the

information on water usage with us in a timely matter to avoid billing delays, it

would be very difficult, and likely costly, to coordinate water usage billing for a

sewer company that shares a service area with multiple water providers .

Q, ON WHAT BASIS DOES BMSC BILL ITS CUSTOMERS?
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A. Residential customers are billed on a flat rate per month. I do not believe there is

anything unusual about that. Commercial customers are billed based on estimated

flows from ADEQ Engineering Bulletin No. 12, with certain specifically
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enumerated exceptions - "Special Customers". The Company has sought to

eliminate these special billing rates in this proceeding.

Q- WHAT WOULD BE THE IMPACT ON DR. DOELLE?

A. He would be treated like every other commercial customer .-- estimated flows

would be determined by Bulletin No. 12.

Q, WHY DOES BMSC USE ADEQ BULLETIN no. 12 IN THIS WAY?

A. Because the Commission ordered us to in at least the last two rate cases.2 I don't

know where the idea originated, but we have to have some proxy of sorts for

determining billing to commercial customers, unless we were to go to flat rates for

all commercial customers.

Q- WHY HASN'T BMSC RECOMMENDED AN ALTERNATIVE RATE

DESIGN INTHIS RATE CASE?

A. Because it isn't an issue for us, and other than Dr. Doelle, who also brought a

complaint years ago to the Commission and had his rate lowered then, no one is

complaining. It is never our goal to add issues and complexity to Commission

proceedings.

Q- BUT WHAT ABOUT DR. DOELLE?
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A. As I testified, we have asked for the elimination of all "special" rates for

commercial customers. But if the Commission feels that some special relief should

be afforded Dr. Doelle, BMSC is not opposed to it so long as it does not negatively

impact the revenue requirement or the Company's opportunity to cam its

authorized rate of return.

2 Decision No. 69164 (December 5, 2006), Decision No. 59944 (December 26, 1996).
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REBUTTAL TO BHOA TESTIMONY

HAVE YOU REVIEWED THE TESTIMONY BY LES PETERSON ON

BEHALF OF THE BHOA?

A. Yes, I have.

Q. THE BHOA SEEKS COMMISSION APPROVAL OF A SETTLEMENT

AGREEMENT ENTERED INTO BETWEEN BMSC ANDTHE BHOA. DID

BMSC ENTER INTO THIS AGREEMENT WITH THEBHOA?

A. Yes, that is my signature on behalf of BMSC on the signature page.

Q, WHY DID BMSC ENTER INTO THIS SETTLEMENT AGREEMENT?

A.

Q. S U PPO R T S  B H O A  IN APPROVAL OF

A.

Because a large group of our  customers,  supported by the Town,  wants our

wastewater treatment plant closed. Rather  than fight  with them, we thought

coming up with a means to  sat isfy their  concerns would be welcomed by the

Commission.

S O  B M S C SEEKING THE

SETTLEMENT AGREEMENT?

Yes, although we do not necessarily think the Commission must formally approve

the agreement itself. But  there is certain relief necessary before BMSC will

undertake the plant closure, and only the Commission can grant that relief.3

CAN YOU EXPLAIN FURTHER?Q,

A.
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I think the language of the agreement speaks very well for itself -

VI . Approval of Cost Recovery for Plant Closure. ACC must approve a
cost recovery mechanism that permits BMSC to recover a return on and of
the capital costs of closure, which costs include, without limitation, the
costs of procuring additional capacity from the City of Scottsdale, the costs
of engineering and other analyses necessary to complete the closure, any
s stem upgrades required as a result of the closure and/or the delivery of

must also be recovery of arty
agreement with the BHOA, the City o Scottsdale

88 flows previously treated at  the
authorized

Plant to the City of Scottsdale. BMSC
reasonable costs of reaching

and the Reso r t  as

3 Settlement Agreement at paragraph2.a.vi.
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required to the terms of this ,
limitation, of obtaining all necessary approval from
including rate case expense. BMSC shall have no obligation under this
Agreement if the ACC does not approve such cost recovery mechanism as
acceptable to BMSC in its sole discretion.

fulfill
the costs

Agreement including, without
the ACC,

Put simply, BMSC will agree to take the steps necessary, including funding, to

close the plant, reroute flows and obtain alternative capacity. But we want

assurance from the Commission, ahead of time, that if we do so we will not have to

wait for a return on and of that investment, or be second guessed as to why we

spent more than a million dollars closing the plant.

Q- DO YOU KNOW HOW MUCH THE PLANT CLOSURE WILL COST?

A. No. But we do know that we can buy replacement capacity from the City of

Scottsdale for $6 per gallon, or $720,000, to replace the capacity at the plant. We

are working on the remaining engineering from which further cost estimates can be

refined. At this time, we estimate that the plant closure project will cost in excess

of$1.5 million.

Q. HOW DO YOU ENVISION RATE RECOVERY WORKING?
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A. Ultimately, the Commission will have to approve some sort of mechanism that will

allow the Company's rates to be increased once the project is complete. Whether

that requires a surcharge or some other sort of adjuster, I will leave to the

Commission and the various ratemaddng experts.5 As I have testified above, we

will undertake to close the plant as the BHOA wants, so long as we obtain the

necessary cost recovery.

4 Id.
" Bourassa Rb. at 29-30.
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Q-

A.

BUT MR. SORENSEN, ISN'T THAT ESSENTIALLY ASKING THE

COMMISSION TO GIVEBMSC A BLANK CHECK?

Absolutely not. The costs incurred will be readily verifiable as related to the plant

closure project. To assist in verifying costs, we could provide Staff with an

opportunity to review invoices related to the plant closure project prior to recovery.

We do not expect recovery through rates until after the costs are incurred and the

project is complete. We are simply seeking to avoid the costs, in both time and

money, of regulatory lag and rate relief; and to eliminate the risk of being second-

guessed.

v.

Q-

REBUTTAL TO RUCO

HAVE YOU REVIEWED THE DIRECTFILING MADE BY RUCO?

A. I have read Mr. Moore's testimony, and I am familiar with the critical components

of Mr. Rigsby's direct testimony. Specifically, I am aware that RUCO is

recommending a hypothetical capital structure of 60 percent common equity at a

cost of 8.22 percent and 40 percent debt at a cost of 6.26 percent.

Q, HOW DOES BMSC RESPOND TO RUCO'S COST OF CAPITAL

RECOMMENDATIONS?

A. Mr. Bourassa will address Mr. Rigsby's testimony from the ratemaldng and cost of

capital perspective. From an operations and investment perspective, RUCO's

recommendation is very disconcerting.

Q- WHY IS THAT MR. SORENSEN?
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A. Well, for starters, Mr. Rigsby is recommending a hypothetical capital structure, the

same thing the Commission specifically concluded was "results-oriented" for this

Company in the last rate case.6 This is even more troubling as BMSC acmally has

6 DecisionNo. 69164 at 20.
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debt, authorized by the Commission, on its books. This debt is at 9.4%, which is

much higher than his recommended cost of equity and cost of debt in this case.

The debt on the Company's books is given different treatment for ratemaking

purposes, consistent with prior Commission orders, but the debt does exist in the

Company's actual capital structure, and the risk associated with that debt is

indistinguishable from debt that is treated as supporting plant in rate base. Mr.

Rigsby seems to ignore that fact.

Additionally, and most importantly, from an investment perspective, the

adoption of the low rates recommended by Mr. Rigsby and the use of hypothetical

capital structures like his strongly discourage continued investment in the State of

Arizona. Simply put, an 8.22% ROE will not attract investment into BMSC or any

other utility in this State. When this anemic ROE is coupled with the hypothetical

capital structure, the Company's investors would essentially be granted the

opportunity to earn a 7.43% return on their invested capital.7 And, that is without

factoring in the interest synchronization - a.k.a., RUCO's fictitious income tax

deduction which would be inflicted upon the Company and prevent any

opportunity to earn that 7.43% return. In general, an investor will choose to invest

their money where risk is lower and returns are higher. Of course, there is a

balance, but Mr. Rigsby just does not seem to recognize that there are 49 other

states in which investors can invest their money in water and wastewater utilities,

not to mention many other investment choices. A phantom opportunity to earn a

7.43% return would be wholly unacceptable to any rational investor in utilities.

7 Bourassa COC Rb. at 4-5 .
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Q- MR. SORENSEN, ISN'T THAT WHAT ANY UTILITY WOULD CLAIM IN

THE FACE OF A LOWER RECOMMENDED RETURN AS A SCARE

A.

TACTIC?

I can only testify as to Liberty Water and its affiliates in Arizona. I have to

compete internally within the Liberty Water family of companies for capital, which

is not unlimited. Liberty Water has utility investments in Texas. It is my

understanding that in two recently filed cases in Texas, their regulatory body has

had no issue with a requested 12% return on equity for utilities with 100% equity

capital structures. Additionally, rates, whether interim or permanent, are usually

implemented within 3 to 6 months after filing of the rate application. So, Liberty

Water can invest in Texas utilities and receive a much greater return, more quickly,

than can be received in Arizona. This is reality, not ratemaking theory. If Mr.

Rigsby really wants to testify about investor expectations, he should start taldng

into account real world facts that are, in fact, making Arizona an unattractive state

for investing capital in the utility industry. Others have recognized this problem,

which makes it very difficult, if not impossible, to attract capital investment to the

utilities I manage in the State of Arizona.8

Q~ DO YOU HAVE ANYTHING TO SAY IN RESPONSE TO RUCO'S

POSITIONS ON RATE BASE, REVENUESOR EXPENSES?
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Again, Mr. Bourassa will address Mr. Moore's testimony on behalf of BMSC.

However, I do want to briefly address Mr. Moore's testimony relating to non~

recurring expense and wastewater treatment expense.

8 See November 7, 2008 Standard and Poor's Ratings Direct Report, "Assessing U.S. Regulatory
Environments", rating Arizona as one of the 6 least credit supportive States in which to do
business, attached as Sorensen RB Attachment 1. While that report was generated Nom the
perspective of granting credit to utilities in the various 50 States, it would seem that one could
draw a reasonable corollary from this report to equity investment, which has even more risk than
debt.
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Q- MR. MOORE TESTIFIED ON BEHALF OF RUCO THAT BMSC USED AN

A.

INCORRECT RATE FOR WASTEWATER TREATMENT EXPENSE. IS

HE CORRECT?

Yes, he is, but unfortunately, Mr. Moore is also using an out of date number. The

Company had originally used a base rate of $2.59 per thousand gallons, plus an

environmental surcharge of 18.953% from the City of Scottsdale and City tax of

1.65% on the sum of those amounts. This was done to approximate the rate that

would be in effect today. Mr. Moore used $2.53 per thousand gallons, plus the

environmental surcharge and city tax, which was the rate in effect until June 30,

2009. Beginning July 1, 2009, the base rate increased to $2.61 per thousand

gallons, plus the environmental surcharge of 18.953% or $.49 per thousand gallons,

for a subtotal of $3.10 per thousand gallons, plus city tax of 1.65% of $.05 per

thousand gallons, yielding a total rate of $3.15 per thousand gallons for treatment

of sewage conveyed to the City of Scottsdale under our agreement.

H O W DID TH E COMPANY RECEIVE WORD OF THE COST

A.

INCREASE?

I received an email from a representative of the City confirming these rates. A

copy of this email is being provided to the parties as part of our rebuttal work

papers. Mr. Bourassa has made this adjustment in his rebuttal schedules.

Q, WHAT ADJUSTMENT DID MR. MOORE MAKE FOR NON-RECURRING
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A.

EXPENSES?

As part of Mr. Moore's Operating Income Adjustment No. 5, he eliminated the cost

of a clean-up that occurred during the test year. The cost he eliminated was

$39,870 per his Schedule RLM-12. We certainly strive never to have a spill in our

system, however, all systems have such incidents from time to time. Ms. Brown

recognized this fact in her testimony and schedules by recommending that one-
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third of the spill clean-up cost, or $l3,290, be included in test-year operating

expense.9 I believe in this instance her position is a fair compromise and urge

RUCO to adopt it to eliminate an issue in dispute.

VI.

Q-

REBUTTAL TO STAFF

HAVE YOU REVIEWED THE DIRECT TESTIMONIES FILED BY

COMMISSION STAFF IN THIS RATE CASE?

A. I have read the testimony by Ms. Brown and the Engineering Report by Ms. Hains.

I am also familiar with the recommendations made by Mr. Manrique.

Q. STAFF RECOMMENDS A RETURN ON EQUITY OF 9.6 PERCENT. DO

YOU BELIEVE THAT IS REASONABLE?

I will leave the detailed model and theory based testimony to Mr. Bourassa. Staff's

ROE recommendation certainly moves closer to a reasonable solution than

RUCO's recommended ROE of 8.22%, with an effective phantom rate of 7.44%,

which won't attract capital. Still, I believe Staff's ROE is too low to attract capital

to Arizona when other more profitable, less risky investments are readily available

to our investors in other states. I also believe Staffs recommended 70 basis point

financial risk adjustment is too high considering we do have debt on the

Company's books,  as I  expla ined above in response to Mr.  Rigsby's

recommendations.

Q- THANK y o u , MR. SORENSEN. TURNING TO Ms. HAINS'

ENGINEERING REPORT, WERE YOU SURPRISED THAT STAFF

RECOMMENDED DENIAL OF THE HOOK UP FEE?
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Yes, and we immediately contacted Staff to discuss this issue with them. I

understand firm those discussions that Staff now supports the Company's

9 Brown Dt. at Operating Adjustment No. 4, Schedule CSB-15.
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8

proposed hook up fee tariff and will reflect this in its surrebuttal filing. If I am

mistaken, I will address this issue further at the rejoinder stage of this matter.

Q- OKAY. ARE THERE ANY OTHER ASPECTS OF MS. HAINS' REPORT

AND RECOMMENDATIONS THAT YOU WISH TO ADDRESS AT THIS

TIME?

A. Yes. In her Staff Report, Section H, Tables 5 and 6, I found what I believe to be

two separate math errors, which we hope Staff will correct.

Ms. Hains recommended quarterly Cadmium samples at $15 each (4 per year), but

the total in her table was $40, not $60 as iS appropriate. Second, in Table 6, she

recommended seven quarterly BOD samples, or 28 during the year, at the rate of

$36 each. Her total cost for the year was $168, but the total should have been

$1,008. The net impact of these two math errors would increase her

recommendation for annual testing expense from $14,362 (included as Ms.

Brown's Operating Income Adjustment No. 8), to $15,222. BMSC would accept

this figure as adjusted test year testing expense, before any adjustment for known

and measurable changes, which I will also discuss.

First, in Table 5,

Q~ PLEASE Do.
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A. Since Staffs testimony was filed, we have been notified by the City of Scottsdale

that our testing requirements will increase. This testing is now going to be required

in addition to the testing we currently do at the wastewater treatment plant as the

required sample point is different, and certain tests, like for Total Suspended Solids

(TSS), will increase from that which we currently do for the City. These increased

requirements will cost the Company an additional $13,360 in annual testing costs.

The letter and cost calculation will be provided to the parties to this case as part of

the workpapers. Meanwhile, we feel this cost increase is known and measurable,

and hope it will increase Staffs Adjustment No. 8 to increase test year testing
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expenseby $11,627 ($15,222 + 13,360 - $16,955) above the testing cost 0f$169955

as filed. This would eliminate an issue in dispute in this ratecase.

Q- DO YOU HAVE ANY TESTIMONY TO PROVIDE IN RESPONSE TO

Ms. BROWN'S DIRECT TESTIMONY?

A. I do, although I note from the outset that Mr. Bourassa addresses the Company's

response to the rate base and income statement adjustments recommended by Staff.

For my part, I  wi l l  provide addi t ional  testimony regarding Ms. Brown's

adjustments to the truck lease, Operating Income Adjustment No. 7. In addition, I

will address the additional $42,200 of labor expenses that RUCO included in its

testimony related to RLM Operating Income Adjustment No. 5 which the

Company will adopt and adjust for in its Rebuttal schedules.

Q- OKAY, PLEASE START WITH THE TRUCK LEASE?
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A. Ms. Brown correctly states in her testimony that the truck lease in Operating

Income Adjustment No. 7 was in fact signed by Gold Canyon Sewer Company

("GCSC"), an affiliate of BMSC. The reason for this was that GCSC had a master

lease with the vendor and it was easier to add a truck under that existing agreement

than to create a new one. However, the truck has been used exclusively for the

business of BMSC. It is not shared with GCSC on a 50% basis as Ms. Brown

indicates. The truck in question, a 2007 Chevy Silverado, was designated

originally as truck #109 for internal purposes. Later, it was reassigned #156 (see

the Environmental Health & Safety mapping in my workpapers for the internal

number assignment change). As proof of the truck's assignment to BMSC,

included in the workpapers are Vehicle Inspection reports from 2007 for truck

#109, signed by Ryan Kennedy, the BMSC Supervisor during the time, which note

that truck 109 is for BMSC. As further evidence of this truck being a BMSC truck,

Environmental Health and Safety weekly reports from the test year, which note
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truck 109 being a BMSC truck, are being provided in the workpapers. Finally, I

am also providing as part of the workpapers the GE Fleet invoices for June 2008

through October 2009. These invoices demonstrate that truck 109/156 is in the

Algonquin Water Resources of America fleet, and the assigned company for the

vehicle is Black Mountain Sewer Company. This truck was, during and

subsequent to the test year, aBMSC truck.

Q- AND THE LABOR EXPENSE ISSUE?
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A. During the course of the Company responding to Staff data request CSB 10.5, it

was discovered that the charges from a temporary labor/services company,

Aerotek, for certain of their temporary operators, were mistakenly charged to

LPSCO, an affiliate of BMSC, instead of to BMSC. The invoices and the

contractor's timecards were provided to Staff and RUCO as part of our response.

There were no further questions, so we believed that what we provided was

sufficient proof In his Direct Testimony, Mr. Moore recommended, as part of

RUCO Operating Income Adjustment No. 5, that the $42,200 of Aerotek labor

costs be included as costs of the Company incurred during the test year. The

Company agrees with Mr. Moore's position. Ms. Brown did not address the issue

in her Direct Testimony.

Then, in response to a Company data request, Ms. Brown responded that

"[s]ince the invoices in question do not specify the utility wherein the contract

employees worked and Algonquin Water has several utilities in Arizona, there is

no evidence on the invoices to justify moving the expense from Litchfield Park to

Black Mountain." I agree with Ms. Brown that on the invoice's surface, it was not

possible to tell whether Santiago Parma and Bret Hurd, the Aerotek employees

assigned to BMSC, were actually assigned to BMSC. However, their timesheets

were all signed by Ryan Kennedy, the wastewater supervisor at BMSC and their
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supervisor during their time worldng for the Algonquin family of companies. Had

Ms. Brown made us aware of her concerns over the assignment of Mr. Parra and

Mr. Hurd, we would have pointed out that fact. We also could have provided her

(and I now include in my workpapers) with weedy Tail Gate Session (Safety

Meeting) participation sheets for BMSC, signed by Ryan Kennedy and the Aerotek

contractors in question for the periods they were assigned to BMSC (1/23/08 -

6/30/08 for Mr. Parra and 3/11/08 - 5/17-08 for Mr. Hurd), as well as various

training session sign-in sheets. I believe this is more than sufficient evidence and

hope with this clarification and additional information that Ms. Brown will join

RUCO and the Company in adjusting operating expenses by this $42,200, as it was

a necessary expense incurred for the provision of proper service, incurred during

the test year. This would eliminate another issue in dispute.

Q, DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY?
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Yes, although I wish to note that my silence on any issue does not necessarily

signal the Company's agreement.
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Before the 1970s, regulators presided for the most part over stable or decreasing rates as economic growth, rising

consumption,and economies of scale drove costs dowN. The advent of inflation, rising and volatile fuel costs, and

nuclear power missteps led to higher rates and, inour view, greater regulatory influence on credit qualityduring the

1980s. Restructuring in die natural gas and then the electric industries marked the 1990s and the first years of the

new millennium, and the importance of regulatory issues inour analysis again started to subside. In our view, we are

Background
State utility regulation is almost as old as credit ratings. Standard 8£ Poor's predecessor, Standard Statistics Bureau,

was formed in 1906, and the Hrsr stare utility commissions, as we know them today, appeared in 1907. Regulation

has always been a factor in Standard ac Poor's analysis of utility ratings, but its importance to our analysis has

shifted with industry trends over time.

Our introduction of these regulatory assesanentscoincides. with what we view as the increasinginfluence of
regulatory matters on the rated'utilities' risk profiles and greater credit market awareness of the importance of

understanding the regulatory process. Our goal in explaining our views on regulatory practices andpolicies and

their effect on Standard Go Poor's analysis of the credit quality of utilities is to provide additional transparency to the
market.

The assessments of relevant iurisdiaions are based oh quantitative and qualitative factors. Importantly, we nuke

ou r assessments from a credit perspective. We plan to update them annually or when significant events occur that

have an important impact on the regulatory climate in a particular jurisdiction. The new regulatory assessment

information augments the methodology applied to regulated utilities today.

This commentary discusses our views on what constitutes a favorable regulatory climate. We then use those factors

to create assessments of the regulatory environments in states that regulate the electric and gas utilities that we rare.
(See the table at the end of this article.) Our intention is to provide a common base for our own analysis of

regulatory risk and to better communicate to investors, issuers, and regulators how various elements of regulation

can affect credit quality. The exercise is also expected to enhance our ability to evaluate management by highlighting
instances where our opinion of a company's regulatory risk diverges significantly from the fundamental quality of
the regulatory jurisdictions where it operates.

The assessment of regulatory risk is perhaps the most important factor in Standard ac Poor° s Ratings Services'

analysis of a U.S. regulated, investor~owned utility's business risk. Each of the other four factors we

examine-markers, operations, competitiveness, and management--can affect the quality of the regulation a utility

experiences, but we believe the fundamental regulatory environment in the jurisdictions in which a Utility operates

often influences credit quality the most. In our credit analysis, we evaluate regulatory risk on a company-specific

basis. A utility management's skill in managing regulatory risk can in many cases overcome a difficult regulatory

environment. Conversely, other companies can experience greater regulatory risk even with supportive regulatory

regimes if management fails to devote the necessary time and resources to the important task of managing regulatory

risk. Operating in a state with a regulatory structure t:hat is conducive to maintaining audit quality will improve die

chances for a utility to successfully negotiate the regulatory maze.

Assessing U.S. Utility Regulatory Environments
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After identifying the fundamental regulatory paradigm, our analysis Tums to factors that influence the utility's

business risk climate in the jurisdiction. T11e factors fall into three broad categories: ratemaking, political

environment, and financial stability. Broadly speaking, the ratemaking and Financial stability factors influence our

assessments more than the paradigm and political factors.

The risk inherent in the market-based model is straightforward: the price for electricity can be more volatile when

based on a marker than when it is based on embedded costs, and regulators are apt to resist full and timely recovery

when changes in generation costs are abrupt and substantial (and perhaps misunderstood). The risks in a hybrid or

transitional model are less apparent, but, in our opinion, potentially more significant. First, we consider the

uncertainty Of the timing of reaching the end state-and what that end state will look like--to be a negative factor

from a credit pcrspccdve. Second, in some cases, the hybrid model may result in a "lower-of-cost-or-market "

approach that allows generation rates to reflect one or the other at different times depending on which one suits

ratepayers best. A utility and its bondholders may then face a prolonged period of potential exposure to market risk

(the downside) with little or no opportunity to participate in the benefits of competition (the upside of greater

returns).

The foundation of our opinion of the regulation in a jurisdiction is the degree ro which competitive market forces

are allowed to influence rates. In order of credit-friendliness, a state will rely either on full cost~bascd regulation for
all components of the utility bill, market-based mechanisms for generation, and (more rarely) retail markets, or a

hybrid of the two to control the amount charged and the terms on which that service is offered. It may surprise some
to cam that we consider a hybrid setup, which in most cases exists because the transition to some sort of

competition has stalled, to harbor more risk for bondholders than a system that is committed to letting market

prices set a major pan of the customer's bill.

Assessing Regulatory jurisdictions

We assess jurisdictions on one basic attribute-the fundamental approach to controlling utility rates-and then in

three major categories. The resulting assessments are based primarily on various measures of regulatory r isk that are

discussed briefly below. W ith respect to qualitative factors, we look for long~term, historical characteristics of the

jurisdiction, as well as transient regulatory and political developments.

We have historically focused on regulatory risk on a company-specific basis. Nothing in what follows will change

that approach. Utility commissions regulate diverse industries and adopt different approaches to different types of

businesses. Treatment of utilities within the same industry can vary significantly in the same jurisdiction. The quality

of the regulation experienced by a company is often the product of the company's management and business

strategy as much as its regulators. The regulatory climate assessments only serve as a baseline of our opinion on. the

fundamental attitude of a jurisdiction toward the credit quality of the utilities in that state, and they are the starting

point for Standard BC Poor's analysis of the regulatory risk of each rated utility. Our goal is to achieve greater

consistency and continuity in utility ratings.

now in another era of increasing and unstable costs and some semblance of a return to traditional utility regulation.

Consequently, the quality of regulation is at the forefront of our analysis of utility creditworthiness.

Assessing U.S. Utility Regulatory Environments
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An importantpolicy-related issue outside of individual rate cases that fallsunder this part of the assessment is the

In our view, the prevalence of rate case settlements is nor necessarily an important credit consideration. Although

the common assumption among market participants seems to be that a settlement must be in the best interest of a

utility, we believe this assumption disregards the possibility that management will sometimes make decisions based

on its effect on earnings at the expense of cash flow considerations. This docs not mean we dismiss the ability of

stipulations to reach a fair resolution of difficult matters that help regulators issue timely and constructive rate

decisions. It just means that frequent settlements do not, in our view, directly lead ro a conclusion that the

regulatory environment in a state enhances credit quality.

We analyze the issue of 'regulatory lag" in a comprehensive manner and not just as a Matter of the efficiency of the

regulator in completing rate cases. As pan of this analysis, we evaluate the timeliness of rate decisions, coupled with

an evaluation of the test year: In addition, we take into account the timing of interim rates, and other practices that

affect the appropriateness of rates periodically established by the regulator. We do not view the issue of regulatory

lag as an intermittent concern, consequential only during times of ate inflation or rising capital spending, but as a

consistent pan of our credit analysis. Accordingly, in our regulatory assessments we focus on whether the regulator

efficiently prosecutes rate requests and bases its decisions with respect to rate setting on the most current

information.

The rates of return and capital structures used to generate the revenue requirement in rare proceedings may not be

the primary focus of the assessment, but those and other decisions made in the tatemaking process are still noted.
We consider those decisions to be potential signals from regulators on their attitude toward credit quality. We
believe that the capital structure in particular is a handy and direct indication from the regulator as to whether or
not creditworthiness is an important consideration in its deliberations when setting rates. Obviously, any
pronouncements from a regulator that explicitly address credit ratings or ratcmaking praaices that incorporate

credit-minded adjustments (e.g., the use of double-leveraged capital structures or off-balance-sheet debt-like

obligations) are considered in the Standard 86 Poor's assessment.

Notably, the analysis does not revolve around 'authorized' returns, but rather on actual earned returns. We note

the many examples of utilities with healthy authorized returns that, we believe, have nb meaningful expectation of

actually earning that return because of rate.case. lag, expulse disallowances, etc. Although, in general, the absolute

level of financial returns is less important to our analysis than how that return is earned, we recognize that, all else

being equal, higher earned returns translate into better credit metrics and a more comfortable equity cushion for

bondholders. A regulatory approach that allows utilities the opportunity to consistently cam a reasonable return is a

positive factor in our view of credit quality.

Ratemaldng Practices And Procedures
The main, and often the most conrendous, task of a regulator is to set the rates a utility may charge its customers.

We analyze specific rate decisions as part of the surveillance of each utility. Om regulatory assessments focus on the

jurisdiction's overall approach to setting rates and the process it uses to conduct and manage base rate filings.

Practices pertaining to separate tariff clauses for large expense items are examined in the third category of the

analysis (see below). In this part of the assessment, we concentrate on whether established base rates fairly reflect the

cost structure of a utility and allow management an opportunity to earn a compensatory return that provides

bondholders with a Financial cushion that promotes credit quality.

Assessing U.S. Utility Regulatory Environments
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A primary factor in this part of our assessment is the method of selecting utility commissioners. In some

jurisdictions, the governors appoint regulatory commissioners. In others, the same voters who pay utility bills

directly elect commissioners. The regulatory risk associated with that model can sometimes be managed, but there is

an inherent level of risk in elected regulatory bodies that we reflect in the assessment. Standard ac Poor's also

analyzes the track record of the involvement of the executive branch or the legislature in utility matters, and the

relative visibility of utility issues in the political arena.

The ability of a regulator to deliver sound, fair; and timely rate decisions and ser prudent regulatory policies that

assist utility managers in managing business and financial risk can be affected by :he overall atmosphere that it

operates in. The tone can be ser by the governor or legislature, the history and tradition of independenceaccorded to

the regulatory body, and the behavior of important constituent groups that intervene in utility proceedings.

The role of politics in utility regulation is often misunderstood. In most jurisdictions, legislatures created regulatory
commissions and invested them with due power to set and enforce utility rates and service standards. Regardless of

how a regulatory commission is statutorily organized, its function is to set and regulate rates and service standards
with due regard not only for the interests of those who advance the capital needed to provide safe and reliable utility

service but for mM constituents as well. In this regard, bondholders should recognize that the setting of utility rates
invariably reflects political as well as economic factors. Therefore, the potential for political considerations to affect

utility regulation can be a key determinant when we assess a regulatory jurisdiction. .

Political Insulation

One more factor that we examine in this pan of the analysis is whether a jurisdiction employs nontraditional

ratemaking practices. Examples of what we may view to be potentially credit-enhancing regulatory mechanisms
include weather normalization and incentive ratemaking. We believe that the beneficial effect on credit quality of a

tariff clause that smooths out cash flows that can vary with outside influences like weather is self evident. The '
benefits of incentives incorporated into the regulatory regime may be less clear. Well-designed incentives can be at

least credit neutral. A moderate amount of incentives can be credit supportive. We generally view incentive

provisions (whether tied to cost control, reliability, or operational performance) as being beneficial for credit quality
if they are linked to fair and objective benchmarks. Incaitives that lack some or all of those features, such as a plain,

long-term rate freeze, can be, in our opinion, detrimental to credit quality.

regulatory oversight of large capital projects with long lead times that carry out-sized risks ro a utility and its

bondholders. In our opinion, practices such as legislative or regulatory recognition of the need for pre~approval of

such endeavors, periodic reviews that substantively involve the regulator in the progress of the project, and rolling

prudence determinations during construction can reduce the general level of risk associated with a utility committing

substantial capital well in advance of the rate proceeding that results in the project being place into rate base.

Before committing to such projects, a resource-procurement process that uses objective guidelines to evaluate

competing proposals to meet load obligations and keeps the regulator informed and involved in the decisions can, 'm

our view, help to reduce the risk of subsequent disallowances. If the jurisdiction has an Integrated Resource Plan or

similar mechanism that includes the participation of many parties and is used to definitively establish the need for

new generation, we consider credit risk to be further diminished.

Assessing U.S. Utility Regulatory Environments
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jurisdictional Assessments

The table below shows Standard 86Poor's assessments of regulatory jurisdictions. The category rides are designed to

communicateone other important point regarding utility regulation and its effete on ratings. All categoriesare

denoted as "credit-supportive". To one degree or another, allU.S. utility regulation sustainscredit quality when

compared with the rest of corpora te ratings at Standard BC Poor's. The presence of regulators, no matter where in

Standard BC Poor's RatingsDirem | November 7,2008

Swndani a. PVurls. An viyns susaved. Nofeprim or6nsse1linalion wihaut $8P's pauuissiun SexTans at Use'Disd85mefon Me last gage.

Especially during upswings in the capital expenditurc cycle, such as we are experiencing now, a iutisdiction's

willingness tosupport large capital projects with cash during the construction phase is an important aspect of our
analysis. 'Uris is especially :rue for ventures with big budgets and long lead times, such as caseload coal-fured or

nuclear power plants and high-voltage transmission lines that are susceptible to construction delays. Allowance of a

cash return on construction work-in-progress or similar ratemaking mcthds historically were considered
extraordinary measures for use in unusual circumstances, but in today's environment of rising construction costs

and possible inflationary pressures, cash flow support could be crucial in maintaining credit quality through the

spending program.

Regulators can employ other raremaking techniques that promote stable cash f lows. W e consider a commission's

decisions on rate design in assessing its attitude on credit quality. For example, we take into account the relative size

of the typical monthly customer charge, a decoupling mechanism that severs the direct relationship between

revenues and customer usage, or other rate design features that bolster credit quality,

The commission's policies and oversight covering hedging activities may also.be a factor in this pan of the review if

a utfliry has sought regulatory approval. For udirics that attempt to manage commodity risks, we look for a
clearly~stated hedging policy and a track record of activity that conforms to :her policy. The responsibility for

communicating the policy and demonstrating the prudence of the hedging activity rests with the utility, but the
initial response to a hedging program and the history of the regulator's treatment of the results of the program could
inHucnce OUI ZSSCSSIIICIII.

The most prominent factor in this part of the analysis is the application of separate tariff provisions for major

expenses such as fuel and purchased power: The timely adjustment of rates in response ro changing commodity

prices and other expenses that are largely out of the control of utility management is a key component of a

credit-enhancing regulatory jurisdiction. We analyze the quality of special aM mechanisms to determine their

effectiveness in producing the cash flow stability they are designed to achieve. The frequency of rate adfustments, the

ability to quickly react to unusual market volatility, and the control of opportunities to engage in hindsight

disallowances of costs could affect the analysis almost as much as whether the tariff provisions exist at all. The

record of disallowances plays a part in the regulatory assessment.

Cash Flow Support And Stability
The final set of factors in our assessment of regulatory environments is arguably the most important. The phrase

"cash is king" can be overused, but Ir does highlight an essential part of the credit analysis. A regulatory jurisdiction

that recognizes the significance of cash flow in its decision making is one that will appeal to bondholders.

Generating cash is a function of the actions of utility management, but the regulator can supply (or withhold) the

tools that can affect the company's essential ability to actually realize the intended level of cash flow.

Assessing U.S. Utility Regulatory Environments
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the spectrum of our assessments, reduces business risk and generally supports all U.S. utility ratings.
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1

1.

Q~

INTRODUCTION AND PURPOSE OF TESTIMONY.

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A. My name is Greg Sorensen. My business address is 12725 W. Indian School Road,

Suite D-101, Avondale,AZ 85392.

Q- HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY IN THE INSTANT

A.

CASE?

Yes, my direct and rebuttal testimony were submitted in support of the initial

application and the rebuttal filing in this docket by Black Mountain Sewer

Corporation ("BMSC" or "Company").

Q, WHAT IS THE PURPOSE OF YOUR REJOINDER TESTIMONY?

A. To further support BMSC's application for rate relief by responding to certain

aspects of the surrebuttal testimony of Utilities Division Staff ("Staff"), and the

Interveners, RUCO, Dr. Doelle and Boulders Home owners Association

("BHOA").

Q- PLEASE SUMMARIZE YOUR REJOINDER TESTIMONY?
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A. First, I will address the BHOA testimony of Mr. Peterson, including the gain share

on the future sale of land and the rate impact on customers. Second, I will address

Dr. DoeIIe's testimony his requested "special rate." Additionally, I will discuss

RUCO's choice to exclude properly incurred costs related to a regrettable spill, and

I will further address RUCO's position on the BHOA proposed plant closure.

Finally, I will address Staffs positions on the HUF, wastewater testing costs, and a

few of Ms. Brown's positions, including those on the transfer of an odor scrubber

from an affiliate, incentive compensation, transportation expense, and the

Company's shared services model and the related costs thereof.

FENNEMORE CRAIG
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11.

Q-

REJOINDER TO BHOA TESTIMONY

HAVE YOU REVIEWED THE TESTIMONY BY LES PETERSON ON

BEHALF OF THE BHOA?

Yes, I have.

DO YOU AGREE WITH MR. PETERSON'S TESTIMONY REGARDING

THE SHARING OF THE GAIN ON THE SALE OF THE LAND WHERE

THE PLANT IS LCCATED?

Yes, Mr. Peterson has accurately described our agreement concerning selling the

land and how it would be treated.l Like Mr. Peterson, BMSC hopes that we can

sell the parcel at the highest possible price, and that such sale would eventually

reduce the rate impacts of the plant closure project. However, we do not know

when we can complete such a sale, nor do we low the final sales price.

Q- WOULDN'T IT REDUCE THE RATE IMPACT FURTHER IF BMSC

ALLOWED ALL OF THE GAIN TO INURE TO THE BENEFIT OF THE

RATEPAYERS?

Yes, but why would BMSC agree to sell its property solely for the benefit of third-

parties? It wouldn't, which is why the agreement between BMSC and the BHOA

provides that the parties' parcels will be joined together, sold, and the profit from

the proceeds shared. This seems very fair to us.

Q- THANK YOU MR. SORENSEN. WHAT ABOUT MR. PETERSON'S

TESTIMONY THAT THE RATE IMPACT WOULD BE LOWER IF BMSC

EXPERIENCES CUSTOMER GROWTH?

Mr. Peterson is right. But, the rate impact could be higher too, if we experience a

loss of customers. Which is really our central point - we do not know what this
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9

project is going to cost for certain, and we do not know the rate impact. We can

identify factors that will affect the final rate impact on our ratepayers, and we can

estimate the costs, as we have done. In the end though, it will cost what it costs

and the rate impact will follow directly from that cost, and that is the investment

we expect to earn a return on in accordance with our agreement.

Q- SO BMSC REALLY CAN SPEND WHATEVER IT WANTS AND IT WILL

AUTOMATICALLY GET A RETURN?

Of course not. As I testified in my rebuttal, we are not asking for a blank check,

and we do not intend to spend a dollar more than we need to spend to complete the

project and maintain service to all of our ratepayers. But, we are asking for a

recovery mechanism that allows us to obtain a return on and of our reasonable and

prudent investment without the usual ratemaking lag. We fully expect to have to

justify that what we spent was in fact reasonable and prudent if Staff, RUCO

and/or the BHOA, or the Commission, believe otherwise.

111.

Q~

REJOINDER TO DR. DOELLE

HAVE YOU REVIEWED DR. DOELLE'S TESTIMONY DATED

NOVEMBER 9, 2009?

Yes.

DR. DOELLE TESTIFIED THAT YOU APPEAR TO AGREE WITH HIM

THAT THE RATE HE IS PAYING IS "UNREASONABLE AND NEEDS TO

BE REC0NSIDERED_"2 IS THAT ACCURATE?

A. No, BMSC in no way believes that the rates Dr. Doelle is paying for service to his

business are unreasonable. The Commission sets the rates and we charge them.

My only point is that it is up to the Commission, not BMSC, to decide whether Dr.
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Doelle deserves special treatment, and then how to provide it to him without

adversely impacting our ability to earn our revenue requirement.

Q- BUT ISN'T BMSC ASKING THE COMMISSION TO ELIMINATE THE

SPECIAL RATES IT HAS FOR CERTAIN COMMERCIAL CUSTOMERS?

Yes, because the other customers on the system are subsidizing these "special rate"

customers and we have no idea how they originated. Additionally, these different

commercial rates are harder to administer, and if 14 customers have special rates,

then there is always a 15"' customer that also wants special treatment.

Q- THEN WHY NOT JUST OPPOSE DR. DOELLE'S REQUEST TO BE A

SPECIAL RATE CUSTOMER?

A. Dr. Doelle is a customer and he pays his bill every month. He has taken the time to

intervene in this case and have his concerns heard. Also, we are not in a position to

respond to the Doctor's discussion of modem dental technology, and I surely was

not going add to the rate case expense by hiring an expert. As such, we left it to

the Commission to decide whether Dr. Doelle deserves special treatment.

Q. BUT THE COMPANY STILL ASKS THAT THE COMMISSION

ELIMINATE THE EXISTING SPECIAL RATES?

A. Absolutely. There is no evidence in the record to support continuation of these

special rates therefore, as I explain in further detail below in rejoinder to

Ms. Brown, they should be eliminated.

Q- DO YOU HAVE ANY OTHER REJOINDER TO DR. DOELLE?

A. Yes. Dr. Doelle continues to advocate sewer rates based on water usage.3 But this

position ignores my testimony that we have multiple water providers in our service
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area and we do not have any access to water usage information.4 We simply

cannot bill Dr. Doelle or any other customer based on water usage.

Iv.

Q~

REJOINDER TO RUCO

HAVE YOU REVIEWED THE SURREBUTTAL TESTIMONY FILED BY

Q-

A.

Q.

RUCO?

I have reviewed Mr. Rigsby's testimony on cost of capital but will let Mr. Bourassa

respond. All I can say, again, is that adoption of Mr. Rigsby's recommended cost

of capital will reduce the amount of capital we have available for investment in

Arizona.5 I have also reviewed Mr. Rigsby's testimony in response to the BHOA

and I will address that here.

WHAT ABOUT MR. MOORE'S SURREBUTTAL TESTIMONY?

I have reviewed his testimony and I will respond to his rejoinder testimony

regarding "unnecessary and non-recurring" expenses. I also want to express our

gratitude to Mr. Moore. In our rebuttal, we went a long way to provide additional

information and explanation regarding several of the other parties' adjustments,

and we invited the other parties to use that information to reduce the number of

issues in dispute. Mr. Moore did that and we commend him for his cooperative

efforts. It shows that the parties can work together to reduce disputes, which

benefits all of the stakeholders in a rate case.

THANK YOU MR. SORENSEN. WOULD YOU PLEASE RESPOND TO

MR. MOORE'S SURREBUTTAL TESTIMONY THAT $39,870 OF CLEAN-

UP COSTS WERE "UNNECESSARY"?
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Yes. I assume Mr. Moore is not suggesting that the clean-up of an unexpected

discharge of wastewater was unnecessary, but rather that the spill was unnecessary.

But I don't think "unnecessary" properly characterizes the circumstances. Of

course, unexpected wastewater discharges are not necessary or desirable. They are

also unfortunate and regrettable, but they are part of operating any wastewater

collection and treatment system. Agencies such as ADEQ and MCESD recognize

the fact that unexpected wastewater discharges do occur. They evaluate the cause

of the spill and the clean-up effort. In our case, as a result of our prompt and

thorough remediation, we were not issued an NOV for the aforementioned spill.

In other words, discharges happen, and what is necessary and proper is

immediate response and remediation. We did that, and now RUCO wants BMSC

to eat all costs of clean-up as just a cost of doing business for the shareholders. In

contrast, Staffs recommended expense levels recognize these costs as a cost of

BMSC's normal operations, which is why we support the adjustment by

Ms. Brown to Contractual Services expense.

Q- YOU TESTIFIED THAT YOU ALSO wlsH TO RESPOND TO MR.

RIGSBY'S TESTIMONY REGARDING THE AGREEMENT WITH THE

BHOA?

A. Yes. For starters, Mr. Rigsby does not seem to understand the process to close the

plant.

Q~ WHY DO YOU SAY THAT?

A. Because RUCO's recommendation is that "the Commission allow BMSC to retire

the treatment facility and require the Company to file a general rate case

application twelve months after the retirement."6 Retiring plant is a bold<eeping
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entry. In order to close the plant, we need to remove infrastructure and comply

with all of the closure requirements under law. We also need to reroute flows by

making modifications to our collection and transmission system and we need to

buy $720,000 of additional capacity from Scottsdale. This is not simply about

writing the plant off the books and then seeing what happens.

Q, MR. RIGSBY TESTIFIES THAT RUCO IS CONCERNED THAT THE

PLANT CLOSURE WON'T SOLVE THE ODOR PROBLEM. HOW DO

YOU RESPOND?

A. That Mr. Rigsby does not low what he is talking about. He has not conducted

any discovery, visited the plant, nor talked to our engineers or the members of the

BHOA, to my knowledge. All Mr. Rigsby bases his testimony on is alleged

correspondence with parties' lawyers.7 Clearly, Mr. Rigsby does not have

sufficient evidence to support his belief that closing the plant will not eliminate

odor emissions.

Q- BUT HOW CAN BMSC BE SURE THAT REMOVAL OF THE PLANT

WILL ADDRESS THE oDoR PROBLEM THE BHOA MEMBERS ARE

COMPLAINING ABOUT?

A. The current plant operates within all regulatory requirements. However, as with

any operating wastewater plant, it does emit odors from time to time. The odors

are emitted as part of the treatment process. This treatment process is what the

plant does. If the plant is eliminated, there will be no more treatment process on

the site. Also, the lift station on the plant site will be eliminated. Currently, this

lift station "lifts" sewage from the collection lines to the plant for treatment. If the

plant is eliminated, some additional pipes will be placed underground connecting
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Q,

A.

Q-

A.

and essentially bypassing the plant site (lines will be along the current roadway in

front of plant site). These pipes will be underground, with little chance for odors to

escape. All that would remain is a collection system.

BUT MR. SORENSEN, WASN'T THE COMPANY HAV1NG TROUBLE

WITH ODORS FROM THE COLLECTION SYSTEM IN THE LAST RATE

CASE?

Yes, and we have resolved those concerns. But it is appropriate to qualify my

testimony because in any collection system, odors are emitted periodically from

manholes (which we try to keep sealed) and occasionally a lift station will have a

mechanical failure that can result in odor emission. Those types of odors won't be

eliminated by removal of the plant, but with the plant gone and collection lines on

that property buried, there would not be odors coming from that location.

MR. RIGSBY ALSO EXPRESSES CONCERN OVER "THE BROADER

RATEMAKING IMPACTS AND PRECEDENTS" OF THE RATE

RATEMAKING RELIEF 1 CALLED FOR IN THE SETTLEMENT

AGREEMENT. HOW DO YOU RESPOND?

That I doubt that the approvals sought by BMSC and the BHOA will have a

detrimental impact on all of Arizona's ratepayers.8 This is an extraordinary

circumstance and it calls for extraordinary measures. In this case, our residential

utility consumers are asking for something, and are willing to pay for it. The

Company has agreed to oblige the request if certain conditions are met. I view this

as an overall "positive" example of a utility company and its customers working

together. Perhaps that is the precedent we should be trying to set.
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Q- DO BELIEVE THIS IS AN EXTRAORDINARY

A.

WHY YOU

CIRCUMSTANCE?

Our customers have intervened in this rate case because they want a part of our

system to be removed. The plant is currently used and necessary for service, but

the Company would prefer to work with its customers to meet their desires where

possible. Ironically, the perception that we were not listening to our customers

lead to substantial criticism by the Commission in the last rate case. Since then we

have worked very hard to be a part of the community we serve. The agreement

with the BHOA is a significant step, and all the ratepayers and Company need is

Commission approval of the ratemaking provisions of the settlement agreement.

Q- CAN THE COMMISSION GRANT THE NECESSARY APPROVALS?

A. I am not a lawyer, but I am aware that the Commission has authorized adjuster

mechanisms and surcharges in other cases. Mr. Rigsby recognizes this too, and he

does not assert that the Commission cannot grant the needed relief. He testifies

that the Commission shouldn't because such relief is reserved for extraordinary

circumstances As I testified, these are extraordinary circumstances, and it is

simply unfortunate that RUCO doesn't see that based on the concerns expressed by

its constituents in this case.

v .

Q-

REJOINDER TO STAFF

HAVE YOU REVIEWED THE SURREBUTTAL TESTIMONIES FILED BY

COMMISSION STAFF IN THIS RATE CASE?

A. I have read the testimonies of Ms. Brown and Ms. I-Iains. I am also familiar with

the positions expressed by Mr. Manrique in his surrebuttal. As with Mr. Rigsby's

cost of capital recommendations, I will let Mr. Bourassa provide the Company's
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I

Q-

A.

Q.

A.

Q- DO TO

A.
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Q-

specific responses. For my part, while Mr. Manrique's recommended ROE is

certainly preferable to Mr. Rigsby's, the returns BMSC would realize if Staff's

ROE were approved still do not compare favorably with the returns on other assets

by APIF. This means that we will have a very difficult time competing for capital

beyond the smallest amount needed to maintain the bare minimum level of service.

BUT MR. SORENSEN, HASN'T BMSC COMMITTED TO SPEND AN

ESTIMATED $1.5 MILLION TO $2 MILLION ON THE PLANT CLOSURE

PROJECT?

Yes, but the shareholder's willingness to supply the necessary capital is contingent

on the recovery mechanism. If the shareholder isn't assured that it will earn a

return on and of its investment, there is no way I am going to get that kind of

money to take a used and useful asset out of service. This mindset is the direct

result of the regulatory lag inherent in Arizona's ratemaking process, the low rates

of return that are being authorized by the Commission, and decisions by this

Commission, like the recent decision for BMSC's affiliate Gold Canyon Sewer,

that make investing capital here a poor investment decision.

DOES STAFF ADDRESS THE BHOA-BMSC AGREEMENT?

No.

THEN WHAT RESPONSE YOU HAVE Ms. HAINS'

SURREBUTTAL?

Ms. Hains again addresses Staffs recommended reduction in testing costs and

Staff's recommended denial of the requested hook-up fee or HUF tariff in her

surrebuttal. I will address both of these issues.

DIDN'T YOU TESTIFY IN YOUR REBUTTAL THAT STAFF

SUPPORTED THE COMPANY'S PROPOSED HUF DESPITE THE

OPPOSITION EXPRESSED IN MS. HAINS' DIRECT?

FENNEMORE CRAIG
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A. Yes, I did because that is what Staff told the Company its position was shortly after

we contacted them about Ms. Hains' direct testimony and explained that we do not

already have 1 million gallons of treatment capacity from Scottsdale. This was

Ms. Hains' reasoning for recommending denial of the HUF tariff in her direct

testimony.w I was pretty surprised when I read Ms. Hains' surrebuttal testimony

and saw that Staff' s position had changed again.

Q- WHAT REASON DOES ms. HAINS GIVE NOW FOR DENIAL OF THE

HUF TARIFF?

A. As best I can tell, Ms. Hairs thinks our proposed HUF level is too high." To be

honest , I can't  really follow Ms. Hains' calculat ion, but  I do not  agree that  our

proposed HUF tariff amount is too high. However, Ms. Hains has also submitted

an alternat ive recommendation with different  HUF amounts than our proposed

HUF tariff. We are willing to accept Staffs recommended HUT amounts, and we

will agree to use the HUF font of tariff Mr. Scott recently recommended in the rate

case for BMSC's affiliate, Lpsco.'2 However, in the LPSCO case (or others) we

may still address concerns with that form of tariff, including perhaps reworking the

language in Sect ion IV so  as to  ensure HUF funds can be used to  purchase

capacity.

Q. THANK YOU MR. SORENSEN. WOULD YOU PLEASE ADDRESS ms.

HAINS' POSITION ON TESTING COSTS?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

10 Direct Testimony of Dorothy Hains ("Hains Dt.") at Engineering Report Section H.

11 Surrebuttal Testimony of Dorothy Hains ("Hains Sb.") at 1-2.

12 Attached as Sorensen Rejoinder Exhibit 1 is a form of HUF tariff identical to that proposed
by Staff in the recent filing it made in the LPSCO rate case, Docket No. SW-01428A-09-0103,
but with Ms. Hains' alternative recommended HUF amounts.
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A. Yes, although Ms. Hains has corrected some mistakes in her costs, she still

recommends a reduction in testing costs because she does not believe that the

additional testing that we have been conducting is "required."'3

DO YOU AGREE?

No. Although we do not yet have a new agreement with the City of Scottsdale

codifying the City's new sampling plant, the City has made it clear that it wants us

to follow this testing plan today. According to Ms. Hains though, we should just

refuse the City's certain request because it is not yet written into an agreement as a

requirement. We trust the Commission will not be so cavalier with the City's

wishes to protect the public health.

WHAT ABOUT Ms. BROWN'S SURREBUTTAL. WHAT ISSUES DO

YOU WISH TO ADDRESS?

A. I will provide rejoinder to Ms. Brown's surrebuttal testimony on (1) the inclusion

of BMSC's odor control unit in rate base, (2) on the reduction of operating

expenses to remove "bonuses", and (3) transportation expense. Additionally, I will

address Ms. Brown's adjustments to contractual services in conjunction with

Mr. Bourassa's rej binder on this issue.

WHAT IS YOUR CONCERN WITH STAFF'S POSITION ON THE ODOR

CONTROL UNIT?

A. My concern is that while Ms. Brown claims she does not have sufficient

information to place the unit in rate base, her colleague removed the plant from

LPSCO's rate base because it was transferred to Bmsc.'4 This kind of
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14 Compare Surrebuttal Testimony of Crystal S. Brown ("Brown Sb.") at 3 with Direct Testimony
of Jeffrey M. Michlik (wastewater) (Docket No. SW-01428A-09-0103) at 8-9.
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Q-

A.

inconsistency makes it hard for us to transfer assets between affiliates when it is

very evident that such transfer is a benefit to the receiving utility.

WHY IS THIS BENEFIT "VERY EVIDENT" MR. SORENSEN?

We took something one of our affiliates didn't need any more and moved it to

another system where it was needed, and obtained a substantial savings. Now, the

lesson we will take from Staff's two different adjustments is next time we will just

buy new odor control equipment for BMSC at several times the cost. This harms

the customers by increasing rates when not otherwise necessary because of Staffs

inconsistent treatment of these types of transfers .

Q- BUT WHAT ABOUT MS. BROWN'S CONCERN THAT SHE CANNOT

VERIFY THE PLANT ITEM?

A.
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Q-

Staff did not have any problem verifying it for removal from LPSCO's rate base,

so I fail to see the problem here. Moreover, what Ms. Brown asks for is extremely

difficult to produce. The odor control unit was purchased as part of a major plant

upgrade project at LPSCO. While we have tried very hard with the vendor to

produce the requested documentation, what Ms. Brown has asked the Company to

do is similar to asking a car dealership to give a customer a separate invoice for

tires when it purchases a car. It simply does not happen. The tires can be

transferred between cars and have standalone value, but were purchased as part of a

car. And again, the evidence was sufficient in another rate case. It should be here

as well.

YOU ALSO MENTIONED STAFF'S REMOVAL OF THE COST OF

BONUSES.

Yes, to begin with, Ms. Brown is absolutely wrong in asserting that bonuses harm

our ratepayers because the costs are not needed in the provision of service.15 With

15 Brown Sb. at 24:15-20.
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Q-

A.

all due respect, Ms. Brown does not seem to understand much about performance

based compensation and how it works in a real business.

WHY DO YOU SAY THAT, MR. SORENSEN?

Whether we pay an employee $42,000 a year base salary with a $3,000 bonus for

performance, or we pay him/her $45,000 a year base salary, the impact on

operating expenses is the same. However, we have found that by paying part of the

salary as an incentive or "bonus" that can be taken away for inadequate

performance, overall employee productivity increases.

detriment to customers, and it shows that Staff's adjustment is based on form, not

substance.

This is a benefit, not a

Q, WHY DO YOU SAY THAT?
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Q,

Because it seems that Ms. Brown is offended by the word "bonus." The $3,000 in

the above example could be r characterized as "pay at risk" if that is more

palatable. We strive to pay our employees at "market rates." In the above

example, the employee's TOTAL compensation would be compared to comparable

jobs in the local/national job market to ensure the total amount paid is fair. Then,

the amount of bonus, or pay at risk, is determined and is broken out from the

market rate, with the remainder being paid as the base wage. Again, the ratepayer

is not harmed because at worst, if the employee's performance is good, the

customer is paying for the market rate. If the performance isn't up to par, the

employee is paid less. Essentially, the customer is getting what they paid for in

terms of employee performance.

WOULD YOU PLEASE ADDRESS Ms. BROWN'S ADJUSTMENT FOR

TRANSPORTATIONEXPENSE?

Yes, like the odor control unit transferred from LPSCO to BMSC, this issue seems

to be another lesson in no good deed goes unpunished.
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Q-

A.

PLEASE EXPLAIN WHAT YOU MEAN?

Ms. Brown is of the belief that because BMSC's truck was leased in the name of an

affiliate, Gold Canyon, the truck could be used for another utility.l6 Ms. Brown is

not following the facts. The vehicle was leased in Gold Canyon's name because

Liberty Water has an open account with a lessor in that affiliate's name. This made

the purchase easier and ensured we got the best deal possible. That is the extent of

Gold Canyon's involvement . The t ruck is BMSC's,  it  is used exclusively for

BMSC and no o ther ut ility,  and the expense belongs 100 percent  in BMSC's

operating expenses.

Q, HAS THE COMPANY PROVIDED STAFF WITH EVIDENCE TO

SUPPORT ITS POSITION?

A. Yes. We have provided Ms. Brown with evidence including health/safety and

vehicle inspection logs which show that this is a BMSC vehicle.

Q- WHAT ABOUT Ms. BROWN'S CONCERN THAT THE TRUCK COULD

BE SHARED WITH GOLD CANYON?

A. There is no evidence that the truck is shared. The fact that the truck was leased in

Gold Canyon's name does not  make it  any more likely that  the t ruck would be

shared with Gold Canyon any more so than that it would be shared with LPSCO, or

Rio Rico Utilities in far southern, Arizona. Gold Canyon and BMSC are 40 miles

apart, they don't routinely share trucks no matter whose name was on the original

tit le. In fact, our BMSC operators were unaware of the fact that the truck was in

the name of the affiliate unt il it  was brought  to  their  at tent ion as a result  of

Ms. Brown's inquiries in this case. Again, this revelation was due to the fact that

they had used the truck, since lease inception, exclusively for service at BMSC.
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Q- YOU ALSO SAID REJOINDER o n

A.

YOU HAVE TESTIMONY

CONTRACTUAL SERVICES EXPENSE. WHAT DO YOU WISH TO SAY?

In the last rate case for BMSC, the Company and Algonquin heard "loud and clear"

that this Commission preferred a shared-service model in which the utility did not

use a "market based rates" approach that includes a profit. According to the

Commission, it was a no-no for an unregulated affiliate to earn a profit providing

services to another regulated affiliate.

After Decision No. 69164, and then the same ratemaking treatment in Gold

Canyon Sewer's 2007 rate decision, we restructured our shared services model to a

true cost-based approach. This was consistent with the testimony in opposition to

our prior shared services model voiced by Ms. Brown in both cases, and consistent

we believed with similar models employed with approval by other holding

companies regulated by the Commission.

Now, with this rate case, and five other Liberty Water utility providers in for

rates, rather than welcoming our efforts to follow Staffs recommendations and the

Commission's directive by redesigning our model, it appears Staff is looking for

even more costs to strip out.

Q- THAT MAY BE TRUE MR. SORENSEN, BUT MS. BROWN DOES

ASSERT THAT THESE ALLOCATED COSTS SIMPLY DO NOT

BENEFIT RATEPAYERS.

A. Well, that is her testimony, but she is focused primarily on where the costs

originate.l7 As Mr. Bourassa explains, the fact that APIF pursues a profit is
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immaterial,l8 as well as obviously not in dispute. As a result, Ms. Brown is not

looking at the actual benefits from these costs, or their applicability to the utility.

Q- OKAY, LET'S START WITH WHY LIBERTY WATER USES A SHARED

A.

SERVICESMODEL?

Because a shared services approach centralizes common costs and spreads them

across many companies. This is similar to how growth in a utility's customers can

lower the per customer impact, and almost always yields a lower-cost result

compared to a stand-alone. Staff agrees with the shared services model. In fact,

Ms. Brown's opinion in the last rate case was that it would not be reasonable and

prudent to operate each of our utilities on a stand alone basis." In other words, I

think everyone agrees that economies of scale are achieved.

Q, S0 WHAT IS THE PROBLEM?

A. I think Ms. Brown views a shared services model as providing the same services as

a stand-alone utility requires. Unfortunately, Ms. Brown does not see that the

shared services model allows BMSC, and all of Liberty Water's affiliates in

Arizona, to obtain more and better services than they ever could on a stand alone

basis. For instance, the shared services model provides smaller companies, like

BMSC, access to higher level personnel and expertise that it otherwise wouldn't be

able to access easily. These personnel, at the Liberty Water and APIF level,

include billing clerks, telephone operators, plant operators, engineers,

environmental experts, accountants, tax experts, and strategic management

professionals. Because the costs of all of these people's expertise are shared, every
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18 Rejoinder Testimony of Thomas J. Bourassa - Rate Base, Income Statement and Rate Design
("'Bourassa Rj.") at 23-24.

19 Transcript from June 20, 2006 hearingat 778-779, Black Mountain Sewer Corporation, Docket
No. SW-02361A-05-0657.
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I

utility and every utility's ratepayers benefit. This is as much a part of a shared

services model as saving money on paper and paper clips.

Q- WHAT ABOUT THE SPECIFIC COSTS Ms. BROWN RECOMMENDS

FOR DISALLOWANCE IN THIS CASE?

A. The starting point is a pool of roughly $4 million dollars allocated from APIF to all

its facilities. The amount allocated to BMSC is 0.66% of this amount. This cost

pool was supported to Staff by an itemized list of every item and providing

invoices for all items over $5,000. We agree with Staff that approximately

$190,000 of these costs likely should be excluded." The rest of these costs,

roughly $3.8 million, are beneficial in the provision of service to the ratepayers of

BMSC and to the rest of the APIF facilities that share in these costs and benefits.

For example, many of the costs Staff proposes to exclude are related to the

parent company's costs of being a publicly traded company. However, those costs

also represent costs incurred to raise capital, including the capital that is raised for

projects at BMSC. When the Commission ordered us in the last rate case to

remove the CIE Lift Station and fix the odor issues on Boulders Drive, these

projects cost well over $1 million. The BHOA is requesting that we undertake a

$2 million project to close the sewer plant. Funds have to be raised somehow.

And the costs Ms. Brown is excluding are, in large part, related to raising funds for

projects necessary for this utility. If you take away the costs to raise funding for

the utility, you will take away the Company's access to much needed investment

capital.
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These costs include what can be loosely described as corporate perks, things like hockey
tickets, and other gifts. While these things are clearly part of any large business expenses, we
have no intention of arguing these costs should be passed down to the ratepayers.
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The APIF cost component of the shared services model also provides the

benefits of ensuring proper corporate governance and strategic planning.

Mr. Bourassa also addresses the benefits of audits and tax professionals in his

rejoinder.2I All of these benefits inure to the ratepayers, but at a fraction of the cost

if they were obtained by BMSC on a stand alone basis, if they could be obtained at

Q-

all.

MR. SORENSEN, WITH ALL THIS BENEFIT, COULDN'T THE

ABSENCE OF SUCH A SHARED SERVICE MODEL LEAVE A UTILITY

Q-

LESS HEALTHY?

Absolutely, and this is also part of the big picture that Ms. Brown's narrow view

misses. That smaller, standalone "mom and pop" utilities don't enjoy these

benefits is a good reason to encourage utility consolidation. Companies like the

fanner McLain systems would never have had access to much needed capital to

repair those systems and bring them back to acceptable operating utilities, not the

third-world systems we initially acquired. They also lacked the management and

oversight Liberty Water brings to its assets in Arizona, and APIF requires of all the

utilities it owns. And I won't hesitate to point out that it was our shared services

model that saved these assets and their ratepayers from a desperate situation. If our

shared services model is going to be attacked again, and this time the consequence

will be the inability to reimburse APIF for the costs of the benefits it provides, we

are going to lose those benefits. This just makes a bad situation worse.

THANK YOU MR. SORENSEN, DO YOU HAVE ANY OTHER

COMMENTS ON THE DISPUTE OVER ALLOCATION OF CENTRAL

OFFICE COSTS?
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. l

A. As a final note, while these costs are incurred in a non-regulated entity, that should

be seen as further benefit. While I have never bought into the argument that

regulated utilities do not control their costs because they have captive ratepayers,

especially before this Commission, non-regulated entities are constantly trying to

cut their costs as each dollar cut falls to the bottom line as profit. This has never

been more true than during the recent economic downturn. So, it is in APIF's

interest to keep a close eye on its costs, including those in this shared services

model, as those costs are allocated to other non-regulated facilities as well. Again,

BMSC and its ratepayers get the most possible benefit at the lowest possible cost.

That Staff does not see this is unfortunate, but it would be far more unfortunate to

gut our shared services model. Unlike last time, there will be no way to restructure

and retain all of the benefits.

Q- DOES THAT CONCLUDE YOUR REJOINDER TESTIMONY?
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A. Yes.
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TARIFF SCHEDULE

UTILITY: Black Mountain Sewer Corporation
DOCKET no. SW-02361A-08-0609

DECISION NO.
EFFECTIVE DATE;

OFF-SITE FACILITIES HOOK-UP FEE (WASTEWATER)

I. Purpose and Availabilitv

The purpose of the off-site facilities hook-up fees payable to Black Mountain Sewer
Corporation ("the Company") pursuant to this tariff is to equitably apportion the costs of
constructing additional off-site facilities to provide wastewater treatment and disposal
facilities among all new service laterals. These charges are applicable to all new service
laterals undertaken via Collection Main Extension Agreements, or requests for service
not requiring a Collection Main Extension Agreement, entered into after the effective
date of this tariff The charges are one-time charges and are payable as a condition to
Company's establishment of service, as more particularly provided below.

11. Definitions

Unless the context otherwise requires, the definitions set forth in R-14-2-601 of the
Arizona Corporation Commission's ("Commission") rules and regulations governing
sewer utilities shall apply interpreting this tariff schedule.

"Applicant" means any party entering into an agreement with Company for the
installation of wastewater facilities to serve new service laterals, and may include
Developers and/or Builders of new residential subdivisions, and industrial or commercial
properties.

"Company" means Black Mountain Sewer Corporation.

"Collection Main Extension Agreement" means an agreement whereby an Applicant,
Developer and/or Builder agrees to advance the costs of the installation of wastewater
facilities necessary to serve new service laterals, or install wastewater facilities to serve
new service laterals and transfer ownership of such wastewater facilities to the Company,
which agreement does not require the approval of the Commission pursuant to A.A.C. R-
14-2-606, and shall have the same meaning as "Wastewater Facilities Agreement."

"Off-Site Facilities" means the wastewater treatment plant, sludge disposal facilities,
effluent disposal facilities and related appurtenances necessary for proper operation,
including engineering and design costs. Off-site facilities may also include lift stations,
force mains, transportation mains and related appurtenances necessary for proper
operation if these facilities are not for the exclusive use of the Applicant and benefit the
entire wastewater system.



TREATMENT PLANT HOOK-UP FEE TARIFF TABLE

Service Lateral Size Factor Fee

4-inch 1 $1,734
6-inch 2.25 $3,901
8-inch 4 $6,936
10-inch 6.25 $10,837

"Service Lateral" means and includes
commercial, industrial or other uses.

all service laterals for single-family residential,

111. Wastewater Hook-up Fee

For each new service lateral, the Company shall collect an off-site facilities hook-up fee
as listed in the following table:

Iv. Terms and Conditions

(A) Assessment of One Time Off-Site Facilities Hook-up Fee: The off-site facilities
hook-up fee may be assessed only once per parcel, service lateral, or lot within a
subdivision (similar to a service lateral installation charge).

(B) Use of Off-Site Facilities Hook-up Fee: Off-site facilities hook-up fees may only
be used to pay for capital items of off-site facilities, or for repayment of loans obtained to
fund the cost of installation of off-site facilities. Off-site hook-up fees shall not be used
to cover repairs, maintenance, or operational costs.

(C) Time of Payment:

(1) In the event that the person or entity that will be constructing improvements
("Applicant," "Developer," or "Builder") is otherwise required to enter into a
Collection Main Extension Agreement, payment of the fees required hereunder
shall be made by the Applicant, Developer or Builder when operational
acceptance is issued for the on-site wastewater facilities constructed to serve the
improvement.

(2) In the event that the Applicant, Developer or Builder for service is not required to
enter into a Collection Main Extension Agreement, the hook-up fee charges
hereunder shall be due and payable at the time wastewater service is requested for
the property.

(D) Off-site Facilities Construction by Developer: Company and Applicant,
Developer, or Builder may agree to construction of off-site facilities necessary to serve a
particular development by Applicant, Developer or Builder, which facilities are then
conveyed to Company. In that event, Company shall credit the total cost of such off-site
facilities as an offset to off-site hook-up fees due under this Tariff. If the total costof the
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off-site facilities constructed by Applicant, Developer or Builder and conveyed to
Company is less than the applicable off-site hook-up fees under this Tariff, Applicant,
Developer or Builder shall pay the remaining amount of off-site hook-up fees owed
hereunder. If the total cost of the off-site facilities contributed by Applicant, Developer
or Builder and conveyed to Company is more than the applicable off-site hook-up fees
under this Tariff, Developer or Builder shall be the difference upon acceptance of the off-
site facilities by the Company.

(E) Failure to Pav Charges, Delinquent Pavments: The Company will not be
obligated to make an advance commitment to provide or actually provide wastewater
service to any Developer, Builder or other applicant for service in the event that the
Developer, Builder or other applicant for service has not paid in full all charges
hereunder. Under no circumstances will the Company connect service or otherwise allow
service to be established if the entire amount of any payment has not been paid.

(F) Off-Site Hook-Up Fees Non~refundable: The amounts collected by the Company
pursuant to the off-site hook-up fee tariff shall be non-refundable contributions in aid of
construction.

(G) Use of Off-Site Hook-Up Fees Received: All funds collected by the Company as
off-site facilities hook-up fees shall be deposited into a separate account and bear interest
and shall be used solely for the purposes of paying for the costs of installation of off-site
facilities, including repayment of loans previously obtained for the installation of off-site
facilities.

(H) Off-Site Facilities Hook-Up Fee in Addition to On-site Facilities: The off-site
facilities hook-up fee shall be in addition to any costs associated with the construction of
on-site facilities under a Collection Main Extension Agreement.

( I ) Disposition of Excess Funds: After all necessary and desirable off-site facilities
are constructed utilizing funds collected pursuant to the off-site facilities hook-up fees, or
if the off-site facilities hook-up fee has been terminated by order of the Arizona
Corporation Commission, any funds remaining in the trust account shall be refunded.
The manner of the refund shall be determined by the Commission at the time a refund
becomes necessary.

(J) Status Reporting Requirements to the Commission: The Company shall submit a
calendar year Off-Site Facilities Hook-Up Fee status report each January to Docket
Control for the prior twelve (12) month period, beginning January 201 l, until the hook-
up fee tariff is no longer in effect. This status report shall contain a list of all customers
that have paid the hook-up fee tariff, the amount each has paid, the physical
location/address of the property in respect of which such fee was paid, the amount of
money spent from the account, the amount of interest earned on the funds within the tariff
account, and an itemization of all facilities that have been installed using the tariff funds
during the 12 month period.
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I.

Q.

INTRODUCTION AND QUALIFICATIONS.

PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

Q. WHAT IS YOUR PROFESSION AND BACKGROUND?

I am a Certified Public Accountant and am self-employed, providing consulting

services to utility companies as well as general accounting services. I have a B.S.

in Chemistry and Accounting from Northern Arizona University (1980) and an

M.B.A. with an emphasis in Finance from the University of Phoenix (1991).

Q~ COULD YOU BRIEFLY SUMMARIZE YOUR PRIOR WORK AND

REGULATORY EXPERIENCE?

Yes. Prior to becoming a private consultant, I was employed by High-Tech

Institute, Inc., and served as controller and chief financial officer. Prior to working

for High-Tech Institute, I worked as a division controller for the Apollo Group,

Inc. Before joining the Apollo Group, I was employed at Kozo ran & Ker rode,

CPAs. In that position, I prepared compilations and other write-up work for water

and wastewater utilities, as well as tax returns.

In my private practice, I have prepared and/or assisted in the preparation of

several water and wastewater utility rate applications before the Arizona

Corporation Commission ("Commission").
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Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

I am testifying in this proceeding on behalf of the applicant, Black Mountain

Sewer Corporation ("BMSC" or "the Company"). BMSC is seeking increases in

its rates and charges for sewer utility service in its certificated service area, which

is located in portions of Scottsdale and Carefree, in Maricopa County, Arizona.

BMSC was previously named Boulders Carefree Sewer Corporation. I also
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testified in BMSC's last rate case filed in September, 2005 based on a 2004 test

year. That rate case resulted in Decision No.69164 (December 5, 2006).

OVERVIEW OF THE COMPANY'S REQUEST FOR RATE RELIEF.

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY?
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Q-

I will testify in support of the Company's proposed adjustments to its rates and

charges for sewer utility service. I am sponsoring the direct schedules, which are

filed concurrently herewith in support of the Company's application. I was

responsible for the preparation of these schedules based on my investigation and

review of BMSC's relevant books and records.

For the convenience of the Commission and the parties, the two portions of

my direct testimony, each with the relevant schedules attached, are being filed

separately in this case. In this volume of my direct testimony, I address the

Company's rate base, its income statement (revenue and operating expenses), its

required increase in revenue, and its rate design and proposed rates and charges for

service. Schedules A through C, E~F and H are attached to this portion of my

direct testimony. The Company has not prepared a cost of service study, so the G

Schedules are omitted.

In the second volume of my direct testimony, to which the D schedules are

attached, I address cost of capital. BMSC is requesting a return on common equity

of 12.8 percent. As shown on Schedule D-1, the Company's capital structure for

ratemaking purposes consists of 100 percent equity, however, the company does

have over $1 million of debt on its books, which debt was converted to an

operating lease by the Commission. The weighted cost of capital is 12.8 percent.

PLEASE SUMMARIZE THE COMPANY'S APPLICATION.

The test year used by BMSC is the 12-month period ending June 30, 2008. The

Company is requesting a 12.8 percent return on its fair value rate base ("FVRB").
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The Company has also proposed certain pro forma adjustments to take into

account known and measurable /changes to rate base, expenses and revenues.

These pro forma adjustments are consistent with normal ratemaking and are

contemplated by the Commission's rules and regulations governing rate

applications. See R14-2-103. These adjustments are necessary to obtain a normal

or realistic relationship between revenues, expenses and rate base on a going-

forward basis.

The Company's fair value rate base is $3,723,245 The increase in revenues

to provide for recovery of operating expenses and a 12.8 percent return on rate

base is approximately $913,762, an increase of approximately 57.83 percent over

the adjusted and annualized test year revenues.

Q- WHY IS THE COMPANY FILING FOR R.ATE INCREASES AT THIS

TIME?
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111.

Q,

Since the prior decision was decided in December 2006, BMSC has made

investments in plant, including plant improvements that were ordered by the

Commission, and acquired additional required wastewater treatment capacity from

the City of Scottsdale. Various operating expenses have also increased. As a

consequence, the Company's current rate of return, based on the adjusted test year

data, is a negative 2.27 percent. Consequently, rate increases are necessary to

ensure that BMSC recovers its reasonable operating expenses and has an adequate

opportunity to earn a reasonable return on the fair value of its utility plant and

property devoted to public service.

SUMMARY OF A., E AND F SCHEDULES.

MR. BOURASSA, LET'S TURN TO THE COMPANY'S SCHEDULES.

PLEASE DESCRIBE THE SCHEDULESLABELED AS A, E, AND F.

The A-l Schedule is a summary of the rate base, operating income, current
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operating margin, required operating margin, operating income deficiency, and the

increase in gross revenue. A 12.8 percent return on FVRB is requested. The

increase in the revenue requirement is $913,762. Revenues at present and

proposed and customer classifications are also shown on this schedule.

The A-2 Schedule is a summary of results of operations for the test year,

prior years, and a projected year at present rates and proposed rates.

Schedule A-3 contains the Company's capital structure for the test year and

the two prior years.

Schedule A-4 contains the plant construction, and plant in service for the

test year and prior years. The projected plant additions are also shown on this

schedule.

Schedule A-5 is the summary of the Company's changes in financial

position (cash flow) for the prior two years, the test year at present rates, and a

projected year at present and proposed rates.

The E Schedules are based on the Company's actual operating results, as

reported by the Company in annual reports filed with the Commission. The E~ l

Schedule contains the comparative balance sheet data the years 2006, 2007, and

2006, ending on June 30.

Schedule E-2, page l, contains the income statement for the years 2006,

2007, and 2008, ending on June 30.

Schedule E-3 contains the statements of changes in the Company's financial

position for the test year and the two prior years.

Schedule E-4 provides the changes in membership equity.

Schedule E-5 contains the Company's plant in service at the end of the test

year, and one year prior to the end of the test year.

Schedule E-7 contains operating statistics for the years ended 2006, 2007,

4FENNEMORE CRAIG
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and 2008, ending on June 30.

Schedule E-8 contains the taxes charged to operations.

The accountant's notes to the financial statements and the financial

assumptions used in preparing the rate filing schedules are shown on Schedules

E-9 and F-4, respectively, in accordance with the Commission's standard filing

requirements. The Company does not prepare audited financial statements.

l contains the results of operations at the present rates (actualSchedule F-

and adjusted), and at proposed rates .

Schedule F-2 contains the summary of changes in financial position (cash

flow) for the prior two years, the test year at present rates, and a projected year at

present and proposed rates.

Schedule F

2009, 2010, and 2011.

Schedule F-4 contains the assumptions used in developing the adjustments

and projections contained in the rate filing.

-3 shows the Company's projected construction requirements for

IV.

Q.

RATE BASE (B SCHEDULES).

WOULD YOU EXPLAIN THE RATE BASE SCHEDULES, WHICH ARE

LABELED AS THE B SCHEDULES?
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Yes. I will start  with Schedule B-5, which is the working capital allowance.

Because BMSC is a small sewer utility, I used the "formula method" of computing

the working capital allowance to reduce costs. The Company is not requesting a

working capital allowance.

PLEASE CONTINUE.

The Company did not tile Schedules B-3 and B-4. To limit issues in dispute and

reduce rate case expense, BMSC is requesting that its original cost rate base

("OCRB") be used as its FVRB.
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Q. HAVE YOU PREPARED SCHEDULES SHOWING ADJUSTMENTS TO

THE ORIGINAL COST RATE BASE?

Yes. Schedule B-2 shows adjustments to the OCRB cost rate base proposed by the

Company. Schedule B-2, pages 2 through 6, provide the supporting in fonnation.

These adjustments are, in summary:

Adjustment number 1, as shown on Schedule B-2, page 3, adjusts plant-in-

service to reflect the unrecorded plant adjustments from the prior case (Decision

No. 69164), to remove capitalized affiliate profits recorded since the end of the last

test year, and to remove the costs of the CIE lift station retired since the end of the

last test year but not yet recorded on the books. Also included is a small

adjustment to reconcile the Company's book balance to the Company's fixed asset

ledger.

Adjustment number 2, as shown on Schedule B-2, page 4, adjusts

accumulated depreciation to reflect the recomputed amounts per the Company's B-

2 plant schedule.
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Q- DO THE PLANT AND ACCUMULATED DEPRECIATION SHOWN ON

THE B-2 SCHEDULE REFLECT THE LAST RATE ORDER?

Yes. The plant shown on Schedule B-2 started with the Commission-determined

plant from the last rate case. Reconciliation to the starting balances for plant-in-

service and accumulated depreciation are shown on Schedule B-2, pages 3.6 and

3.7. Plant additions and retirements since the test year in that case have been

added to and deducted from total plant shown on Schedule B-2, pages 3,1 to 3.4.

As mentioned above, capitalized affiliate profit recorded in the plant additions for

each year have been deducted from the plant. Pages 3.1 to 3.5 of the schedule

show the details for the accumulated depreciation through the end of the test year

using the half-year convention for depreciation.
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Q- THANK YOU. PLEASE CONTINUE.

Adjustment number 3 increases deferred regulatory assets for the unamortized

portion of additional Scottsdale treatment capacity of 81,049 god acquired by the

Company since December 31, 2004, the end of the last test year.

Q. IS THIS THE SAME RATEMAKING TREATMENT GIVEN TO

SCOTTSDALE TREATMENT CAPACITY COSTS IN THE LAST CASE?

No. Under the approach adopted by the Commission in Decision No. 59944

(December 26, 1996) and Decision No. 60240 (June 12, 1997), then reaffirmed in

the last case (Decision No. 69164), the debt service on the debt used to fund the

acquisition of Scottsdale capacity of 318,951 god is treated as an operating lease

and included in operating expenses as lease expense. There was no rate base

treatment associated with the Scottsdale capacity under the approach ordered by

the Commission for the previously acquired treatment capacity. In contrast, the

additional 81,049 god of treatment capacity purchased by the Company since the

last rate case has been funded with equity, not debt. BMSC believes that this new

capacity should be afforded rate base treatment and amortization included in

operating expenses.
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Q- WHY DOES THE CGMPANY BELIEVE THIS CAPACITY PURCHASE

SHOULD BE TREATED DIFFERENTLY?

FENN .EMORE CRAIG
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The reason for this is two-fold. First, the traditional ratemaking treatment for

acquired contractual rights with a limited benefit period is to treat these rights as a

regulatory asset and to amortize the asset through operating expenses. Second, this

capacity is funded by equity, not debt, and has no associated annual debt service

(or interest expense). To treat this treatment capacity similar to the treatment

capacity BMSC purchased from Scottsdale more than a decade ago, one would

have to assume an interest rate equal to the cost of equity and assume a repayment
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period of 10 years. But since there is no interest deduction associated with this

debt, the impact on the revenue requirement would be greater under an operating

lease approach.

Q- WHY WOULD A 10-YEAR REPAYMENT PERIOD BE ASSUMED?

The agreement with the City of Scottsdale expires in 2016. Since the Company

acquired the additional capacity in 2006, a 10-year repayment period would have to

be assumed.

Q- IF YOU WERE TO ASSUME THAT THE ADDITIONAL 81,049 GPD OF

CAPACITY WERE FUNDED BY DEBT WITH AN INTEREST COST

EQUAL TO THE COST OF EQUITY OF 12.8 PERCENT AND TREATED

SIMILAR TO TREATMENT CAPACITY PREVIOUSLY ACQUIRED

FROM SCOTTSDALE, WHAT WOULD BE THE IMPACT ON THE

REVENUE REQUIREMENT?

The revenue requirement would be higher by at least $16,600.

Q- WHY WOULD THE REVENUE REQUIREMENT BE HIGHER UNDER

AN OPERATING LEASE APPROACH?

Again, in the instant case, BMSC is proposing rate base treatment for the

amortized portion of the cost of the additional capacity of 81,049 god recently

acquired, or $389,035. The impact of the return and income taxes is $129,727

($389,()35 times 12.8% cost of equity times 1.6286 tax factor plus $48,629 of

amortization). Under an operating lease approach, the impact on the revenue

requirement would be $146,418 ($89,904 annual "debt service" times 1.6286 tax

factors). The difference in revenue requirements is $16,691 .
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1 There is no interest expense associated with equity, and thus no interest expense deduction for
income tax purposes. There is also no evidence that BMSC could have acquired debt to purchase
the capacity, and even if it could, no basis to assume the cost of such debt.
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Q- WHY HASN'T THE COMPANY PROPOSED THAT THE PREVIOUSLY

ACQUIRED 318,951 GPD OF CAPACITY BE RATE BASED AND

AMORTIZED IN THE INSTANT CASE?

Because it would be unfair and arbitrary to switch ratemaking treatment on this

capacity after the Company was ordered to treat the acquisition costs of this

capacity as an operating lease in the past. See Decision No.69164 at 8-9.

Q- PLEASE CONTINUE WITH YOUR TESTIMONY REGARDING THE

RATE BASE SCHEDULES.

A. Adjustment number 4, labeled as 4a and Cb, adjusts contributions in aid of

construction ("CIAC") and amortization based on additional CIAC recorded since

the since the prior rate case.

Adjustment number 5 increases deferred income taxes. The Company's

computation is based on the adjusted plant-in-sewice, accumulated depreciation,

and CIAC in the instant case and the tax basis of its assets using the tax rate found

on Schedule C-3.

Q. HOW WAS THE PROPOSED "FAIR VALUE" RATE BASE SHOWN ON

A-1 DETERMINED?

As stated, the FVRB shown on Schedule A-1 is based on OCRB, with no

adjustment for the current values of the Company's plant and property.

v.

Q-

INCOME STATEMENT (C SCHEDULES).

PLEASE EXPLAIN THE ADJUSTMENTS YOU ARE PROPOSING TO

THE INCOME STATEMENT AS SHOWN ON SCHEDULES C-1 AND C-2.
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The following is a summary of adjustments shown on Schedule C-1:

Adjustment l annualized depreciation expense. The proposed depreciation

rate for each component of utility plant is shown on Schedule C-2, page 2. The
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depreciation rates approved in the Company's last rate case were account specific

rates.

Adjustment 2 increases the property taxes based on proposed revenues. The

Company has recognized the reduction in the assessment ratio contained in A.R.S.

§42-15001, entitled "Assessed Valuation of Class One Property"). By law, the

assessment ratio will be reduced through tax year 2011 to 20 percent. The

Company has proposed a two-year reduction in the assessment ratio or a reduction

from die 23 percent employed for the 2008 property tax year to 21 percent for

2010 property tax year.

Q- HOW DID YOU COMPUTE THE PROPERTY TAXES AT PROPOSED

RATES?

To determine full cash value, I used the method employed by the Arizona

Department of Revenue - Centrally Valued Properties ("ADOR" or "the

Department"). This method determines full cash value by using twice the average

of three years of revenue, plus an addition for CWIP and a deduction for the book

value of transportation equipment. In the instant case, I used two times the

adjusted revenues for the year end June 30, 2008, and one year of revenues at

proposed rates. The assessed value (21 percent of full cash value) was then

multiplied by the property tax rate to detennine adjusted property tax expense.

Q. IS THIS CONSISTENT WITH PRIOR COMMISSION DECISIONS?
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Yes. E.g., Chaparral City Water Company, Decision No. 68176 at 13,Rio Rico

Utilities, Decision No. 67279 at 8, Arizona Water Company, Decision No. 64282

at 12-13, Bella Vista Water Company, Decision No. 65350 at 16, Arizona~

American Water Company, Decision No. 67093 at 9-10. It is also consistent with

the methodology adopted in the prior case. See Decision No. 69164 at 10-11.
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Q- IS THIS SYNCHRONIZATION OF PROPERTY TAX EXPENSE WITH

REVENUES PROPER RATE MAKING?

Yes. Like income taxes, property taxes must be adjusted to ensure that the new

rates are sufficient to produce the authorized return on rate base. For this reason,

the Commission has repeatedly approved the use of proposed revenues to

determine an appropriate level of property tax expense to be recovered through

rates.

To eliminate issues, I used the methodology approved by the Commission in

Arizona-American Water Company's rate case, Decision No. 67093 (June 30,

2004), where two years of adjusted test year revenues and one year of proposed

revenues were used to determine full cash value. In that decision, the Commission

concluded: "Staff calculated property taxes using its proposed adjusted test year

revenues twice and its recommended revenues once to calculate a three year

average of revenues. We agree with Staff that using only historical revenues to

calculate property taxes to include in the cost of service fails to capture the effects

of future revenue from new rates, and can result in an understatement or

overstatement of property tax expense." Decision No. 67093 at 9-10.

Q- PLEASE CONTINUE WITH YOUR DESCRIPTION OF THE INCOME

STATEMENT ADJUSTMENTS.

Adjustment number 3 adjusts operating expenses for "lease" costs associated with

the Scottsdale treatment capacity of 318,951 god. These costs reflect the annual

debt service on the long~term debt the Company incurred to finance the acquisition

of wastewater treatment capacity from Scottsdale.
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Q- WHAT AMOUNT OF LONG-TERM DEBT IS FINANCING THE 318,951

GPD OF SCOTTSDALE TREATMENT CAPACITY?

The Commission granted approval of long-term debt in the amount $960,000 in
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Q~

Q-
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Q-

Decision No. 59944 (December 26, 1996) to acquire wastewater treatment

capacity from Scottsdale. The Company paid a total of $1,260,000 for the right to

utilize 210,000 gallons of treatment capacity, of which $960,000was financed by

debt and $300,000 was financed by CIAC. Another $500,000 of long-term debt

was approved in Decision No. 60240 (June, 1997). The Company used those

funds to acquire an additional 108,951 gallons of treatment capacity from

Scottsdale for $653,706, of which $500,000 was financed by long-term debt and

$153,706 was financed by CIAC. BoM loans have a 9.4% interest rate and a term

of 20 years.

The principle balance of the long-term debt at June 30, 2008 and financing

Scottsdale treatment capacity was $1,010,649 (approximately $659,546 for the

loan approved in Decision No. 59944 and $351,103 for the loan approved in

Decision No. 60240).

DOES THE ANNUAL "LEASE" EXPENSE INCLUDE A GROSS UP FOR

INCOME TAXES?

No. Instead, I have excluded the annual lease costs in the computation of taxable

income resulting in higher income taxes. This is the same methodology approved

in the prior decision. See Decision No.69164 at 9.

PLEASE CONTINUE.

Adjustment 4 shows the rate case expense. The Company estimates rate case

expense of $180,000 to be recovered over three years because it believes a three-

year cycle for future rate cases is reasonable given this utility's circumstances.

WHAT WAS THE AMOUNT APPROVED IN THE LAST CASE?

$150,000. Id. at 12.
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Q~ DO YOU BELIEVE $180,000 IS A REASONABLE AMOUNT OF RATE

CASE EXPENSE GIVEN THE REQUESTED INCREASE IN REVENUE?

Yes. BMSC expended well over $225,000 in the last case. Considering inflation,

the Company expects to expend at least that much in this case. The request of

$180,000 is significantly less than the amount likely to be incurred and is a

reasonable estimate at this time.

Q. IS THIS THE REASON YOU REFERRED TO THE RATE CASE I

Q~
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Q-

EXPENSE AS AN "ESTIMATE"?

Yes, it is an estimate based on my experience because, at this time, I can only

consider the foreseeable. If things turn out more complicated than anticipated, the

Company will modify its request to account for that increased expense.

Conversely, if the case proceeds and rate case expense is lower than expected,

BMSC would make an appropriate adjustment downward.

SHOULDN'T THE COMPANY'S SHAREHOLDERS BEAR SOME OF

THE BURDEN OF RATE CASE EXPENSE?

As a practical matter, the utility always does. My estimate of $180,000 assumes

BMSC will actually incur a higher amount of total rate case expense. I would also

agree that if the utility does something improper, or advances positions in bad-

faith, it should shoulder the burden of such actions. But, as I testified, the

Commission dictates the process, not the utility, and absent such circumstances,

the utility should be allowed to recover its reasonably incurred rate case expense.

PLEASE CONTINUE WITH YOUR DISCUSSION OF THE INCOME

STATEMENT ADJUSTMENTS?

Adjustment 5 annualized revenues to the year-end number of customers. The

annualization was based on the number of customers at the end of the test year,

compared to the actual number of customers during each month of the test year.
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Average revenues by month were computed for the test year. The average

revenues were then multiplied by the increase (or decrease) in number of

customers for each month of the test year,

Adjustment 6 reflects the increase in the annual purchased wastewater

treatment costs for the City of Scottsdale. The increase is the result of a known

and measurable change that occurred on July 1, 2008 .

Adjustment 7 annualized purchased wastewater treatment for additional

gallons treated from annualizing revenues to year-end number of customers.

Adjustment 8 increases chemicals expense for increases in costs for

chemicals used for odor control.

Adjustment 9 annualized chemicals expense based on the additional gallons

treated from annualizing revenues to the year-end number of customers.

Adjustment 10 annualized purchased power expense based on the additional

gallons treated from annualizing revenues to the year-end number of customers.

Adjustment l l increases contractual services costs for known and

measurable changes to the allocated portions of operations, accounting and billing,

and corporate overhead costs since the end of the test year.
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Q- DO THE CONTRACTUAL COSTS THE COMPANY HAS RECORDED IN

EXPENSE FOR THE TEST YEAR EXCLUDE AFFILIATE PROFIT?

Yes, the test year costs reflect actual costs. Since the last rate case, the Company's

parent has developed methodologies consistent with rate making practices to

allocate and record shared costs used by similarly situated holding companies

where the parent company owns more than one subsidiary utility. For example,

under the allocation methodology, operation labor costs are directly allocated based

on operator time, accounting and billing costs are allocated based on a customer

allocation factor, and corporate overhead is allocated based upon a 4~factor
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Q_

methodology. BMSC's parent has compared the amounts recorded in expense on

the books of BMSC and the allocated cost based on its methodology and has

determined that the amounts recorded in expense for the test year are, in fact,

slightly less than cost.

THANK you. PLEASE CONTINUE.

Adjustment 12 reflects the annual amortization of the cost of additional Scottsdale

treatment capacity of 81,049 god acquired since the last test year, as discussed

previously.

Adjustment number 13 synchronizes interest expense with rate base. While

there is no debt in the capital structure for rate making, this adjustment is necessary

to match the interest portion of the annual "lease" costs included in operating

expenses.

Adjustment number 14 reflects the income taxes at proposed rates.

There are no further adjustments to the Income Statement at this time,

RATE DESIGN (H SCHEDULES)-

WHAT ARE THE COMPANY'S PRESENT RATES?

$45.64

$0.18298

The Company's present rates are:

Residential Charge:

Commercial -.. Std. Rate (Per gallon)2:

Commercial -- Special Rate (Per gallon)3:

B-H Enterprises (7518 Elbow Bend West) 80.14034

z Per prior Commission order, commercial wastewater flows are based on the average
daily owe set forth in Engineering Bulletin No. 12, Table l, published by the Arizona
Department of Environmental Quality (June 1989).
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3 Per prior Commission order, wastewater flows are based on Engineering Bulletin No.
12, Table l. A one-bedroom dwelling is assumed to generate 200 gallons per day, each
additional bedroom is assumed to generate an additional 100 gallons per day.

FLn1~anmoRE CRAIG
3 l'l¢»ll.i.:<s°u'.AI Cllll"l\ll.\TIlIB

Pilessix

A.

VI.

Q_

A.

15



B-H Enterprises (7518 Elbow Bend East) 50.14034

Barb's Pet Grooming $0.14034

Boulders Resow $0.l4223

Carefree Dental $0.l4034

Ridgecrest Realty $0.14193

Desert Forest $0.16344

Desert Hills Pharmacy $0.1706 l

El Pedegral $0. 14034

Lemon Tree $0.13691

Body Shop $0.17467

Spanish Village $0. 14034

Boulders Club $0.14034

Anthony Vuitaggio $0. 15597

In addition, the price for reclaimed (non-potable) water is $122.00 per acre-foot or

$037440 per 1,000 gallons.

Q~ WHAT ARE THE PROPOSED RATES?

$71 .08

$028499

The proposed rates are:

Residential Charge:

Commercial .- Std. Rate (Per gallon)4:

Commercial - Special Rate (Per gallon)5 :

B-H Enterprises (75 lb Elbow Bend West) N/A

4 Per prior Commission order, commercial wastewater flows are based on the average
daily owe set forth in Engineering Bulletin No. 12, Table 1, published by the Arizona
Department of Environmental Quality (June 1989).
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5 Per prior Commission order, wastewater flows are based on Engineering Bulletin No.
12, Table l. A one-bedroom dwelling is assumed to generate 200 gallons per day, each
additional bedroom is assumed to generate an additional 100 gallons per day.
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B-H Enterprises (7518 Elbow Bend East) N/A

Barb's Pet Grooming N/A

Boulders Resort $028499

Carefree Dental N/A

Ridgecrest Realty N/A

Desert Forest $028499

Desert Hills Pharmacy N/A

El Pedegral $028499

Lemon Tree N/A

Body Shop N/A

Spanish Village $028499

Boulders Club $028499

Anthony Vuitaggio N/A

In addition, the proposed charge for reclaimed (non-potable) water is $150 per

acre-foot.

WHY ARE THERE NO PROPOSED COMMERCIAL SPECIAL RATES

FOR SOME OF THE CUSTOMERS LISTED ABOVE?

Because these customers no longer exist.

Q. THE SPECIAL CGMMERCIAL RATES APPEAR TO BE THE SAME AS

THE STANDARD COMMERCIAL RATE. DOES THIS MEAN THAT

BMSC IS PROPOSING THAT THE SPECIAL COMMERCIAL RATE BE

ELIMINATED?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Yes. There are only a small handful (4 or 5) remaining commercial customers that

have a special rate. The Company believes that the special rate is no longer

justified.
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Q- WHY IS THE COMPANY PROPOSING THE EFFLUENT RATE

LESS THAN THE RESIDENTIAL AND COMMERCIALINCREASE

RATES?

For two reasons. First, the proposed charge is to encourage continued use of

effluent by the Boulders Resort. The Company has a contractual arrangement with

the Boulders Resort which requires Boulders Resort to accept up to 150,000 god of

effluent. Per that agreement, if the effluent rate increases more than 25 percent in

a given year, the Boulders Resort could terminate the agreement thereby forcing

the Company to find other effluent disposal alternatives. Second, the alternatives

available to the Company for disposing of effluent are much more costly. If the

Company cannot dispose of effluent generated by its own facilities by selling it, it

must divert more sewage flow to the City of Scottsdale. The cost of treatment by

the City of Scottsdale is now over $3.00 per 1,000 gallons. Diverting flow for

treatment would effectively mean a cost of disposal of more than $970 per acre

foot of generated effluent ($3.00 times 325.851 thousand gallons per acre foot).

Further, diverting more sewage flow to the City of Scottsdale would require the

purchase of additional capacity at a cost of $6 per gallon per day.

Q~ IS THE COMPANY PROPOSING AN ADJUSTER MECHANISM FOR

PURCHASED WASTEWATER TREATMENT?
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Yes. The reason for this is that increases in purchased wastewater treatment costs

are beyond the control of the Company and are expected to increase at an annual

rate of over 6 percent in the future. Further, purchased wastewater treatment costs

comprise a significant portion of the Company's operating expenses. In fact, over

20 percent of operating expenses (excluding income taxes). A six percent increase

represents nearly $20,000 annually in increased costs and would have a significant
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detrimental impact on the Company's earnings and its ability to earn its authorized

return.
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Q- HOW WILL THE ADJUSTER MECHANISM WORK?

Based on the Company's application and the proposed level of purchased

wastewater treatment costs included in the revenue requirement, the baseline cost

per 1,000 gallons of treated sewage would be $3.13 (baseline rate) which includes

all applicable taxes and fees. For each year, the Company would compute a total

amount to be recovered through the adjuster and then determine a monthly charge

for each customer based on the customer's rated god relative to the total rated god

of all customers. For example, based on ADEQ Engineering bulletin 12, a typical

residential unit is rated at 320 god of sewage flow. The commercial customers'

rated god, and also based on ADEQ Engineering Bulletin 12, varies based on the

type of commercial business. For the test year and based upon the rated gallons

for all customers, residential customers comprised 73 percent of all rated gallons.

The amount to be collected through the adjuster would be equal to the total

cost difference computed by taking the current year's gallons treated (in l,000's)

times the current rate for treatment and the baseline rate. For example, if the

gallons treated were 100,000 thousand gallons and the current rate is $3.30, the

computed amount would be $17,000 ($3.30 minus $3.13 times 100,000 thousand

gallons). Based on the test year, the amount to be collected from residential

customers would be $12,410 ($l7,000 times 73 percent) and the amount to be

collected from the commercial customers would be $4,590 ($l7,000 Minus

$l2,4l0). Since each residential customer has an equivalent god rating, based on

the test year end number of residential customers, each residential customer would

pay a monthly adjuster charge of $0.524 ($l2,410 divided by 1,972 residential

customers divided by 12). Each commercial customer would have an adjuster

FENNEMORE CRAIG
x Pnnrlassnmul. Chu-m\aTlm~

Pmn.1ux

A.

19



based on their god rating relative to the total commercial rated gallons. For

simplicity, and assuming all commercial customers are rated equally, the

commercial customer monthly adjuster based on the test year end number of

commercial customers would be $2.94 ($4,590 divided by 130 commercial

customers divided by 12).

Q- WOULD THE COMPANY BE COLLECTING THE DIFFERENCE IN

COST IN THE YEAR FOLLOWING WHEN THE INCREASE IN COST

OCCURRED?

Yes.

Q, WOULD THE COMPANY PERFORM AN ANNUAL TRUE-UP TO

ENSURE THE COMPANY DOES NOT OVER (OR UNDER) COLLECT

THE COST DIFFERENCE?

Yes .

Q. IS THE COMPANY PROPOSING AN OFF-SITE FACILITIES HOOK-UP

FEEFORNEW SERVICE CONNECTIONS?

Yes. The Company is proposing a hook-up fee ("HUF") for new connections of

$8.00 per god per day. An equivalent residential unit, rated at 320 god, would pay

a HUF 0f$2,560 (320 god times $8.00)
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Q- WHAT IS THE PURPOSE OF THE HOOK-UP FEE?

To generate funds for the purpose of either constructing and/or purchasing

wastewater treatment capacity. The funds will be recorded as contributions~in-aid

of construction ("CIAC"), which will help to offset increases in rates in the future.

The Company's request for a HUF is based on the fact that the City of

Scottsdale wastewater treatment agreement will expire in 2016. Before that occurs

the Company will be faced with renewing its contract (assuming the City of

Scottsdale is willing) or constructing additional facilities of its own to provide
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adequate treatment capacity for existing customers as well as future customer

growth. The Company expects that if it is able to renew its contract with the City

of Scottsdale, the costs to purchase treatment capacity will be greater than the

$6.00 per gallon per day set forth in the current agreement. Alternatively, the

Company could construct new treatment facilities. Under either scenario, the

proposed HUF will cover only a fraction of the anticipated costs but is nevertheless

anticipated to help minimize future rate increases.

Q- ARE THERE ANY PROPOSED CHANGES TO THE COMPANY'S

MISCELLANEOUS SERVICE CHARGES?

No.

DOES THAT CONCLUDE YOUR TESTIMONY?

1
2
3
4
5
6
7
8
9

10 A.
11 Q.
12 A.
13
14
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25
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Yes .
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Black Mountain Sewer Corporation Application

Direct Testimony Of Thomas J. Bourassa
(Rate Base, Income Statement And Rate Design)
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Schedule A-1
Page 1
Witness: Bourassa

Line
no .

Fair Value Rate Base $ 3,723,245

Adjusted Operating income (84,485)

Current Rate of Return -2.27%

Required Operating Income $ 476,575

Required Rate of Return on Fair Value Rate Base 12.80%

Operating Income Deficiency $ 561 ,060

1.6286Gross Revenue Conversion Factor

Increase in Gross Revenue Revenue Requirement $ 913,762

Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase

$
$
$

1,580,170
913,762

2,493,932
57.83%

Customer
Classification

Present
Rates

Proposed
Rates

Dollar
Increase

Percent
Increase

Residential
Commercial (Standard Rate)
Commercial (Special Rate)
Effluent Sales

$ 1,077,880
378,678
98,964
15,917

$ 1,678,596
589,788
195,675
19,578

$ 600,816
211,110

96,711
3,661

55.74%
55.75%
97.72%
23.00%

Annualization 2,145 3,341 1,196

Subtotal $ 1,573,584 $ 2,487,078 $ 913,495

55.74%
0.00%

58.05%

Other Wastewater Revenues
Reconciling Amount H-1 to C-1

6,915
(329)

6,915
(62) 267

0.00%
-81.16%

Total of Water Revenues $ 1,580,499 $ 2,493,993 $ 913,762 57.81%
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Summary of Results of Operations

Exhibit
Schedule A-2
Page 1
Witness: Bourassa

Description
Gross Revenues

Proiecte
Test Year Present

Prior Years Ended Actual Adjusted Rates
6/30/2006 6/30/2007 6/30/2008 6/30/2008 6/30/2009

$ 1,286,374 $ 1,446,140 $ 1,578,025 $ 1,580,170 $ 1,580,170

d Year
Proposed

Rates
6/30/2009

$ 2,493,932

Revenue Deductions and
Operating Expenses

955,296 1,234,217 1 ,424,405 1,564,655 1,664,655 2,017,355

Operating Income $ 331.078 $ 211,923 $ 153,620 $ (84,485) $ (84,485) $ 476,575

Other Income and
Deductions

Interest Expense (109,872) (103,952) (98,285) (67,693) (67,693) (67,693)

Net Income $ 221,206 $ 107,961 $ 55,335 $ (152,178) $ (152,178) $ 408,882

Earned Per Average
Common Share 0.48 0.23 0.12 (0.33) (0.33) 0.89

Dividends Per
Common Share

Payout Ratio

Return on Average
Invested Capital 3.21% 1.52% 0.73% -2.19% -216% 5.80%

Return on Year End
Capital 3.05% 1.55% 0.68% -2.19% -2.14% 5.74%

Return on Average
Common Equity 14.59% 4.39% 1.62% -5.08% -4.12% 10.28%

Return onYear End
Common Equity 11.96% 3.51% 1.47% -5.21 % ~420% 9.78%

Times Bond Interest Earned
Before Income Taxes 3.92 3.08 2.84 (0.67) (0.67) 78,5

Times Total Interest and
Preferred Dividends Earned
After Income Taxes 3.01 2.04 156 1.35 135 4.19

Ling

M
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008
Summary of Capital Structure

Exhibit
Schedule A-3
Page 1
Witness: Bourassa

Description:
Prior Years Ended

6/30/2006 6/30/2007

Test
Year

6/30/2008

Projected
Year

6/30/2009

Long-Term Debt 1,329,161 1,258,423 1,010,649 940,875

Total Debt $ 1,329,161 $ 1,258,423 $ 1,010,649 as 940,875

Preferred Stock

Common Equity 1,850,199 3,072,632 3,772,970 4,181,852

Total Capital 8¢ Debt $ 3,179,360 $ 4,331,055 $ 4,783,619 $ 5,122,727

Capitalization Ratios:

Long-Term Debt 41.81 % 29.06% 21.13% 18.37%

Total Debt 41.81% 29.06% 21.13% 18.37%

Preferred Stock

Common Equity 58.19% 70.94% 78.87% 81 .(-33%

Total Capital 100.00% 100.00% 100.00% 100.00%

Line
No .

1
2
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7
8
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41

Weighted Cost of
Senior Capital 9.40% 9.40% 9.40% 9.40%
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Construction Expenditures
and Gross Utility Plant in Service

Exhibit
Schedule A-4
Page 1
Witness: Bourassa

Line
No .

Construction
Expenditures

Net Plant
Placed

in
Service

Gross
Utility
Plant

in Service

Prior Year Ended 06/30/2006 974,274 303,012 9,119,420

Prior Year Ended 06/30/2007 575,114 103,815 9,223,235

Test Year Ended 06/30/2008 1,698,153 2,118,972 11,342,207

Projected Year Ended 06/30/2009 232,450 232,450 11,574,657
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Summary Statements of Cash Flows

Exhibit
Schedule A-5
Page 1
Witness: BourassaLine

No,

Prior
Year

Ended
G/30/2006

Prior
Year

Ended
6/30/2007

Test
Year

Ended
6/30/2008

Projected Year
Present Proposed
Rates Rates

6/30/2009 6/30/2009

$ 226.556 s 111,934 $ 55,335 $ (152,178) $ 408,882

115,358 115,358
40,607

181,931
2,473

224,818 224,818

14,052
(1,375)

(2,335)
(1,957)

s,a4e
29

(9,251)(3,391)
(2,434)

(64,452)
421,220
13,096

(116,017)
(143,688)

1,369
351 ,365

(8,881)
(439,623)

32,832
623

(42,437)

9,953
653,251
(11 ,521 )
(8,417)

209,869

(500,000) (500,000)

$ 458,925 $ 168,855 $ 1,088,898 $ (427,360) $ 133,700

(974.274) (575,114) (1,696,153) (232,450) (232,450)

$ (974,274) s (575,114) $ (1,696,153) s (232,450) s (232,450)

170,817
(56,002)
(69,680)

(735,724) 32,150

(57,858) (53,539) (69,774) (69,774)

s $ $ $

1
2
3
4
5 Cash Flows from Operating Activities
6 Net Income
7 Adjustments to reconcile net income to net cash
8 provided by operating activities:
9 Depreciation and Amortization
10 Adjustments to Depredation/Amortization
11 Other
12 Changes in Certain Assets and Liabilities:
13 Accounts Receivable
14 Llnbilied Revenues
15 Materials and Supplies Inventory
16 Prepaid Expenses
17 Deferred Charges
LB Accounts Payable
19 Intercompany payable
20 Customer Deposits
21 intercompany taxes receivable and taxes payable
22 Other assets and liabilities
23
24 Net Cash Flow provided by Operating Activities
25 Cash Flow From Investing Activities:
26 Capltal Expenditures
27 Plant Held for Future Use
28 Changes in debt reserve fund
29 Net Cash Flows from investing Activities
30 Cash Flow From Financing Activities
31 Change in Restricted Cash
32 Change in net amounts due to parent and affiliates
33 Receipt of advances for and contributions in aid of construction
34 Refunds for advances for construction
35 Repayments of Lor\g~Term Debt
36 Dividends Paid
37 Deferred Financing Costs
38 Paid in Capital
39 Net Cash Flows Provided by Financing Activities
40 Increase(decrease) in Cash and Cash Equivalents
41 Cash and Cash Equivalents at Beginning of Year
42 Cash and Cash Equivalents at End of Year
43 SUPPORTING SCHEDULES:
44 E-3
45 F~2
46

$

442,480
487,615
(27,734)
144,513
116,779 s

1,110,499
316,917
(89,342)
116,779
27,437 $

645,003
613,614

6,359
27,437
33,796 $

230,000
160,226 $

(499.584)
33,795

(465,788) $

230,000
160,228
61,476
33,796
95,272



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Summary of Rate Base

Exhibit
Schedule B-1
Page 1
Witness: Bourassa

Line
N

Original Cost
Rate base

Fair Value
Rate Base

Gross Utility Plant in Service
Less: Accumulated Depreciation

$ 11,357,735
5,625,025

$ 11 ,357,735
5,625,025

Net Utility Plant in Service $ 5,732,710 $ 5,732,710

Less:
Advances in Aid of
Construction

Contributions in Aid of
Construction

Accumulated Amortization of CIAC

1,457,009 1,457,009

5,232,139
(4,214,384)

5,232,139
(4,214,384)

Customer Meter Deposits
Deferred Income Taxes & Credits

94,290
(170,554)

94,290
(170,554)

Plus:
Unamortized Finance
Charges

Deferred Regulatory Assets
Allowance for Working Capital

389,035 389,035

Total Rate Base $ 3,723,245 $ 3,723,245

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

SUPPORTING SCHEDULES:
B-2
B-3
B-5
E-1



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Original Cost Rate Base Proforma Adjustments

Exhibit
Schedule B-2
Page 1
Witness: Bourassa

Actual
at

End of
Test Year

Proforma
Adjustments

Amount

Adjusted
at end

of
Test Year

Gross Utility
Plant in Service $ 11,342,207 15,528 $ 11,357,735

Less:
Accumulated
Depreciation 5,947,887 (322,862) 5,625,025

Net Utility Plant
in Service $ 5,394,320 $ 5,732,7t0

Less:
Advances in Aid of
Construction 1 ,45l/,009 1,457,009

Contributions in Aid of
Construction (CIAC) 5,341,461 (109,322) 5,232,139

Accumulated Amortization of CIAC (4,485,415) 271,031 (4,214,384)

Customer Meter Deposits
Deferred Income Taxes

94,290
(170,554)

94,290
(170,554)

Plus:
Unamortized Finance

Charges
Deferred Regulatory Assets
Allowance for Working Capital

389,035 389,035

Tota I $ 2,986,975 $ 3,723,245

Line

8 9
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

32
33
34
35
36
37
38
39
40
41
42
43
44

SUPPORTING SCHEDULES:
B-2, pages 1-7
E-1

RECAP SCHEDULES:
B-1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Original Cost Rate Base Proforma Adjustments
Adjustment 3

Exhibit
Schedule B-2
Page 5
Witness: Bourassa

Cost of Additonal Scottsdale Treatment Capacity
(acquired in June 2006)

$ 485.294

10

$ 48,629

2

$ 97,259

$ 38g_035

Line

M
1 Additional Scottsdale Treatment Capacity
2
3
4
5
6
7 Amortization period (years)
8
9 Annual amortization
10
11 Number of years to Jume 2008
12
13 Less: Amortization through June 2008
14
15 Unamortized balance
16
17
18 Adjustment to deferred regulatory assets $ 389,035
19
20
21
22
23
24
25
26
27
28
29
30
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Original Cost Rate Base Proforma Adjustments
Adjustment 4

Exhibit
Schedule B-2
Page 6
Witness: Bourassa

CIAC and Accumulated Amortization Accumulated
AmortizationCIAC Rate Amortization

S 4,857,632Balance at 12/31/2004
(per Decision 69164)
Jan-Dec Amortization
2005 Additions 301,511

5.00%
2.50%

242,882
7,538

$ 5,159,143Balance at 12/31/2005
Jan-Dec Amortization
2006 Additions 70,523

5.00%
2.50%

257,957
1 ,763

Balance at 12/31/2006
Jan-Nov Amortization
Dec Amortization
2007 Additions

$ 5,229,566

2,473

5.00%
3.64%
2.50%
1.82%

239,693
15,857

57
4

$ 5,232,139Balance at 12/31/2007
Jan~Dec Amortization
2008 Additions

3.68%
1.84%

192,499

Balance at 6/30/2008 s 5,232,139

3,256,134
3,256,134
3,499,016
3,506,553
3,506,553
3,506,553
3,764,511
3,766,274
3,766,274
3,766,274
4,005,967
4,021 ,824
4,021 ,880
4,021 ,884
4,021 ,884
4,214,384
4,214,384
4,214,384
4,214,384

Computed balance at 6/30/2008 $ 5,232,139 $ 4,214.384

Book balance at 8/30/2008 $ 5,341 ,461 $ 4,485,415

Increase (decrease) $ (109,322) $ (271.031)

Line

M L
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39

Adjustment to CIAC

Label
$ (109,322)

4a
$ 27t,031

4b
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008
Computation of Working Capital

Exhibit
Schedule B~5
Page 1
Witness: Bourassa

Cash Working Capital (1/8 of Allowance
Operation and Maintenance Expense)

Pumping Power (1/24 of Pumping Power)
Purchased Water (1/24 of Purchased Water)
Prepaids
Materials & Supplies

$ 153,565
29

13,969
17,326

Total Working Capital Allowance $ 184,889

Working Capital Requested $

Line

M L
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17

SUPPORTING SCHEDULES:
E~1

RECAP SCHEDULES1
B-1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Income Statement

Exhibit
Schedule C-1
Page 1
Witness: Bourassa

Test Year
Book

Results Label Adiustment

Test Year
Adjusted
Results

Proposed
Rate

Increase

Adjusted
with Rate
Increase

Revenues
Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues

$ 5 $ 2,145 $ $ 913,762 $

$

1,555,192
15,917
6,916

1,578,025 $ 2,145 $

1,557,337
15,917
6,916

1,580,170 $ 913.762 $

2,471 ,099
15,917
6,916

2,493,932
Operating Expenses

$ $
6/7

$
34,847

10 168

'8/9 3,337

11 50,302

300,408
706

54,522
928

34,152
11 ,224
9.362

16,955
502,741

1 ,863
19,830
34,445
18,704

990
59,884
20,845
11 ,962

4 116

3
12

1

164,522
48,629
42,887

Salaries and Wages
Purchased Wastewater Treatment
Sludge Removal Expense
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Contractual Services
Contractual Services- Testing
Contractual Services - Other
Equipment Rental
Rents - Building
Transportation Expenses
Insurance - General Liability
Insurance - Other
Regulatory Commission Expense
Miscellaneous Expense
Bad Debt Expense
Scottsdale Capacity (Operating Lease)
Amort. of Additional Scottsdale Cap.
Depreciation and Amortization
Taxes Other Than Income
Property Taxes
income Tax

181 ,931
(1 ,780)

19,302
125,431

2
14

13,112
(017.671)

335,255
706

54,690
928

37,489
11,224
9.362

16,955
553,043

1,863
19,830
34,445
18,704

990
60,000
20,845
1 1,962

164,522
48,629

224,818
(1 ,780)
32,414
7,760 352,702

335,255
706

54,690
928

37,489
11,224
9,362

16,955
553,043

1,863
19,830
34,445
18,704

990
60,000
20,845
11,962

164,522
48,629

224,818
(1 ,780)
32,414

360,462

$
$

1 ,424,405
153,620

$ 240,250 $
$ (238,105) $

1,664,655
(84,485)

$
$

352,702
561,060

$
$

2,017,356
476,575

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense

(98,285) 13 30,592 (67,693) (67,693)

Total Other Income (Expense)
Net Profit (Loss)

$
$

(98,285)
55,335

$ 30,592 $
$ (207,513) $

(67,693) $
(152,178) $ 561,060

$
s

(67,693)
408,882

Line

1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46

SUPPORTING SCHEDULES:
C-2
E-2

RECAp SCHEDULES:
A-1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Schedule C-2
Page 2
Witness: Bourassa

Depreciation Expense

Acct.
Adjusted

O r i g i n a l
Cost

Proposed
Rates

Depreciation
Expense

461,300
2,557,920 85,179

706,292
4,284,948

14,126
85,699

198.723
31,512

179,622
690,628
654,844
143,578
123,289

3,974
3,151

17,962
22,998
81,855
7,179
6,164

939,432
224,587
107,367

5,754
7,488

52,660
14,980
21,473

288
749

40,451

0.00%
0.00%
0.00%
3.33%
5.00%
2.00%
2.00%
2.00%
2.00%
10.00%
10.00%
3.33%
12.50%
5.00%
5.00%
3.33%
6.67%
6.67%
20.00%
5.00%
10.00%
5.00%
10.00%
10.00%

4,045

Description
351 Organization
352 Franchises
353 Land and Land Rights
354 Structures and Improvements
355 Power Generation Equipment
360 Collection Sewers .. Force
361 Collection Sewers Gravity
362 Special Collecting Structures
363 Services to Customers
364 Flow Measuring Devices
365 Flow Measuring Installations
370 Receiving Wells
371 Effluent Pumping Equipment
380 Treatment and Disposal Equipment
381 Plant Sewers
382 Outfall Sewer Lines
389 Other Plant and Misc. Equipment
390 Office Furniture and Equipment
391 Transportation Equipment
393 Tools, Shop and Garage Equipment.
394 Laboratory Equipment
395 Power Operated Equipment
396 Communication Equipment
398 Other TangiblePlant

TOTALS $ 11,357,735 $ 432,483

Less: Amortization of Contributions $ 5,232,139 3.9690% $ (207,665)

Total Depreciation Expense $ 224,818

Test Year Depreciation Expense 181,931

Increase (decrease) in Depreciation Expense 42,887

Line

ML
1
2
3
4
5
8
7
8
9
10
11
12
13
14
i s
16
17
18
1 g
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42

Adjustment to Revenues and/or Expenses $ 42,887

SUPPORTING SCHEDULE
B-2, page 3



1

Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 2

Exhibit
Schedule C-2
Page 3
Witness: Bourassa

Adjust Propertv Taxes to Reflect Proposed Revenues:

$

$
$

1 ,580,170
1 ,580,170
2,493,932
1 ,884,757
3,769,515

$ 14,202

Adjusted Revenues in year ended 06/30/2008
Adjusted Revenues in year ended 06/30/2008
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue, times 2
Adds
Construction Work in Progess at 10%
Deduct:
Book Value of Transportation Equipment 46,420

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

$ 3,723,094
21%

781 ,850
4.1459%

Property Tax
Tax on Parcels

32,414
O

$Total Property Tax at Proposed Rates
Property taxes in the test year
Change in property taxes $

32,414
19,302
13,112

Line

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23

24
25
26

27
28

Adjustment to Revenues and/or Expenses $ 13,112



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 3

Exhibit
Schedule C-2
Page 4
Witness: Bourassa

Calculation of Lease Costs on Scottsdale Treatment Capacitv

$Treatment Capacity Costs per Decision 59944
Less Amount Funded by CIAC
Net Amount Funded by Debt $

1,260,000
(300,000)
960,000

$

9.40%
20.00

108,179

Annual debt service
Interest Rate
Term (years)
Annual Debt Service
Annual 'LeaseExpense' $ 108,179

$Additional Scottsdale Capacity per Decision 60240
Less Amount Funded by CIAC
Net Amount Funded by Debt $

653,705
(153,706)
500,000

$

9.40%
20.00

56,343

Annual debt service
Interest Rate
Term (years)
Annual Debt Service
Annual 'Lease Expense' $ 55,343

Total Annual 'Lease Expense' $ 164,522

Line
3 &
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34

Adjustment to Revenues and/or Expense $ 164,522



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 4

Exhibit
Schedule C-2
Page 5
Witness: Bourassa

Rate Case Expense

Estimated Rate Case Expense $ 180,000

Estimated Amortization Period in Years 3

Annual Rate Case Expense $ 60,000

Line

M L
1
2
3
4
5
6
7
8
9
10
11

Test Year Rate Case Expense $ 59,884

Increase(decrease) Rate Case Expense $ 116
12
13

14
15
16
17
18
19
20

Adjustment to Revenue and/or Expense $ 116



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 5

Exhibit
Schedule C-2
Page 6
Witness: Bourassa

Revenue Annualization

Revenue Annualization $ 2,145

Total Revenue from Annualization $ 2,145

Adjustment to Revenue and/or Expense $ 2,145

Line

1
2
3
4
5
6
7
8

9
10
11

12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES
C-2 pages 6.1
H-1
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-

Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 7

Exhibit
Schedule C-2
Page 8
Witness: Bourassa

Annualize Purchased Wastewater Treatment

Adjusted Year Purchased Wastewater Treatment (Scottsdale)
Gallons Treated By Scottsdale (in 1000's)
Cost per 1,000 gallons

$ 324,938
103,757

3.13$

Line
No.
1
2
3
4
5
6
7
8
9
10
11

Additional Wasterwater gallons (in 1,000's) from revenue annualization
Percent diverted to Scottsdale
Additonal gallons treated by Scottsdale (in 1,000's)

451
70.94%

320

Increase (decrease) in Purchased Wastewater Treatment $ 1 ,002

Adjustment to Revenue and/or Expense $ 1,002

12
13
14
15
16

17
18
19
20
21
22
23
24
25

SUPPORTING SCHEDULE
C-2, page 7



Black Mountain Sewer Corporation
Test Year Ended December 31, 2001

Adjustment to Revenues and/or Expenses
Adjustment Number 8

Exhibit
Schedule C-2
Page 9
Witness: Bourassa

. 1Chemicals Expense

$ 8.169

$
6,547

1 .65

$

Thoigard used from July to November 2007
Sodium Hydroxide (ardor control chemical)
Gallons used during test year (approx. 7months)
Cost per Gallons
Cost of Sodium Hydroxide
Delivery costs (14 deliveries at $35 per)
Total Cost $

10,803
490

19,461

$

11,223
1.90

$ 21,325
1 ,080

22,405$

Increase (decrease) in Ordor Control Chemical Expense $ 2,943

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13 Sodium Hydroxide (ardor control chemical)
14 Prjected gallons (test year gallons annualized to 12 months)
15 Cost per Gallons
16 Total Cost
17 Delivery costs (24 deliveries at $45 per)
18 Total Cost
19
20
21
22
23
24
25
26
27
28
29
30
31
32

Company switched from Thiogard to Alkali (Sodicaum Hydroxide) in Nov. 2007. For first 7 months the
Company used 6,547 gallons. The annualized gallons is 11,223.



Black Mountain Sewer Corporation
Test Year Ended December 31, 2001

Adjustment to Revenues and/or Expenses
Adjustment Number 9

Exhibit
Schedule C-2
Page 10
Witness: Bourassa

Annualize Chemicals Expense

Test Year Chemicals plus Adjustment #8
Gallons Treated By BMSC (in 1000's)
Cost per 1,000 gallons

$ 37,095
42,510

0.87$

Additonal Wasterwater gallons (in 1,000's) from revenue annualizatiorn 451

Additonal cost based on revenue annualization $ 394

Increase (decrease) in Chemicals Expense $ 394

Line

N O
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17

18
19
20

Adjustment to Revenue and/or Expense $ 394



-

Blaek Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 10

Exhibit
Schedule C-2
Page 11
Witness: Bourassa

Annualize Purchased Power

Test Year Purchased Power
Total Flow Gallons (in 1000's)
Cost per 1,000 gallons

$ 54,522
146,267

0.37$

Additonal Wasterwater gallons (in 1,000's) from revenue annualization 451

Additonal cost based on revenue annualization $ 168

Increase (decrease) in Purchased Power $ 168

Line

t
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17

18
19
20

Adjustment to Revenue and/or Expense $ 168



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 11

Exhibit
Schedule C-2
Page 12
Witness: Bourassa

Contractual Services

Increase in direct allocated Operations costs $ 3,474

Increase in allocated Accounting/Billing costs
Allocation Factor based on Year-end Customers

$

11,492
Increase in allocated Overhead costs
Allocation Factor based on 4-factor allocation

360,981
3.18%

$
781,239

4.52%
$ 35,336

Total increase (decrease) in Contractual Services $ 50,302

Line

M
1
2
3
4
5
6
7
8
g
10
11
12
13

14
15
16
17

18
19
20

Adjustment to Revenue and/or Expense $ 50,302



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 12

Exhibit
Schedule C-2
Page 13
Witness: Bourassa

Amortization of Additional Scottsdale Treatment Capacitv

Additional Scottsdale Treatment Capacity $ 486,294

Amortization period (years) 10

Annual Amortization $ 48,629

\

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12

13
14
15
16
17
18
19
20

Adjustment to Revenue and/or Expense $ 48,629



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 13

Exhibit
Schedule.C-2
Page 14
Witness: Bourassa

Interest Svnchronization

Fair Value Rate Base
Weighted Cost of Debt
Interest Expense

$3,723,245
1.82%

$ 67,693

Test Year Interest Expense 35 98,285

Increase (decrease) in Interest Expense (30,592)

Adjustment to Revenue and/or Expense $ 30,592

Weighted Cost of Debt Computation

Line

M L
1
2
3
4
5
6
7
8
9
10
11
12
13
14

15
16
17
18
19
20
21
22
23
24

Debt

Equity

Total

$

s

$

Amount

1,010,649

4,214,556

5,225,205

Percent

19.34%

80.66%

100.00%

Cost

9.40%

12.80%

Weighted

Cost

1B2%

10.32%

12.14%



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 14

Exhibit
Schedule C-2
Page 15
Witness: Bourassa

Income Tax Computation

Test Year
Book

Results

Test Year
Adjusted
Results

Adjusted
with Rate
Increase

$ (144,418)
164,522
20,104

$Taxable Income before Scottsdale Operating $ 180,766
Plus: Scottsdale Operating Lease -
Taxable Income $ 180,766 $ $

769,344
164,522
933,866

Income Before Taxes $ 180,766 $ 20,104 $ 933,866

Arizona Income Before Taxes $ 180,766 $ 20,104 $ 933,866

$ 12,596 $ 1,401 $ 65,072Less Arizona Income Tax
Rate =
Arizona Taxable Income

6.97%
$ 168,170 $ 18,703 $ 868,794

Arizona Income Taxes $ 12,596 $ 1,401 $ 65.072

Federal Income Before Taxes $ 180,765 $ 20,104 $ 933,856

Less Arizona Income Taxes $ 12,596 $ 1,401 $ 65.072

Federal Taxable Income $ 168,170 $ 18,703 $ B68,794

FEDERAL INCOME TAXES:
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34% BRACKET

$
$
$
$
s

$
$
$
$
$

2,805 $

$
$

$
$

Federal Income Taxes $

7,500
6,250
8,500 Federal

26.586 Effective
- Tax

Rate
48.836 2' /02% $

7,500
6,250

Federal 8,500 Federal
Effective 91,650 Effective
Tax 181,490 Tax
Rate Rate

2,805 13.95% $ 295,390 31.63%

Total Income Tax $ 61,432 $ 4,206 $ 360,462

Overall Tax Rate 33880/> 20.92% 38.60%

Line

M
1
2

3
4

5

6

7
8
g

10

11
12
13

14
15
16
17

18
19
20

21
22
23
24
25
26
27

28
29
30
31
32

33
34

35
36
37
38

39
40
41

42
43

44

45
46

Income Tax at Proposed Rates Effective Rate >$ 7.760



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Computation of Gross Revenue Conversion Factor

Exhibit
Schedule C-3
Page 1
Witness: Bourassa

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Revenues
31 .63%

State Income Taxes 6.97%

Other Taxes and Expenses 0.00%

Total Tax Percentage 38.60%

Operating Income % = 100% - Tax Percentage 61 .40%

Gross Revenue Conversion Factor1
Operating Income % 1.6286

Line

NJ;
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES: RECAP SCHEDULES:
A-1



\

Black Mountain Sewer Corporation
TestYear Ended June 30, 2008

Comparative Balance Sheets

Exhibit
Schedule E-1
Page 1
Witness: Bourassa

Line
No .

Test
Year

Ended
6/30/2008

Year
Ended

6/30/2007

Year
Ended

6/30/2006
ASSETS

Plant In Service
Non-Utifity Plant
Scottsdale Treatment Capacity
Construction Work in Progress
Less: Accumulated Depreciation
Net Plant

$ 11,342,207 $ 9,223,235 $ 9,119,420

$

2,400,000
142,018

(5,947,887)
7,936,338 $

2,400,000
554,837

(5,498,929)
6,589,143 $

2,400,000
93,538

(5,052,263)
5,550,695

1
2
3
4
5
6
7
8
9
10
11

Debt Reserve Fund $ $ $

CURRENT ASSETS
Cash and Equivalents
Restricted Cash
Accounts Receivable, Net
Accounts Receivable -Other
Materials and Supplies
Prepayments
Other Current Assets
Total Current Assets

$ 33,796
(4,953)
30,351
12,080

$ 27,437
(4,953)
35,697
12,109

$ 116,779
355,412
33,362
10,152

$

17,326
163,791
252,391 $

8,075
180,474
258.839 $

9,444
176,875
703.025

Deferred Debits $ $ $

Other Investments 8- Special Funds $ $ $

TOTAL ASSETS as 8,188,729 $ 6,947,982 s 7,253,720

LIABILITIES AND STOCKHOLDERS' EQUITY

Common Equity $ 3,772,970 s 3,072,632 $ 1,850,199

Long-Term Debt $ 1,010,649 s 1,074,188 s 1,132,046

$ 16,146 $ 6,193 $ 15,074

748,526 95,275 534,898

10,393 18,810 18,187

$

222,700
997,765 $

29,5t4
149,792 $

68,353
636,512

$ 94,290
1 ,457,009

$ 105.911
1,424,859

$ 73,079
1,371,859

CURRENT LIABILITIES
Accounts Payable
Current Portion of Long~Term Debt
Payables to Associated Companies
Customer Meter Deposits, Current
Accrued Taxes
Accrued Interest
Other Current Liabilities
Total Current Liabilities
DEFERRED CREDITS

Customer Meter Deposits, less current
Advances in Aid of Construction
Accumulated Deferred Income Taxes
Contributions In Aid of Construction, Net
Accumulated Amortization of CIAC
Asset Retirement Obligations
Total Deferred Credits

5,341,461
(4,485_415)

5,338,988
(4,218_388)

6,127,712
(3,937,687)

$ 2,407,345 $ 2,651,370 $ 3,634,963

Total Liabilities & Common Equity $ 8,188,729 $ 6,947,982 $ 7.253.720

12
13
14
15
16
17
18
19
20
21
22
23
24
25

26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52

53
54
55
56

SUPPORTING SCHEDULESz
E-5



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Comparative Income Statements

Exhibit
Schedule E-2
Page 1
Witness: Bourassa
Revised

Line
No.

Test
Year

Ended
6/30/2008

Prior
Year

Ended
6/30/2007

Prior
Year

Ended
6/30/2006

$ $ $
Revenues

Flat Rate Revenues
Measured ReveNues
Other Wastewater Revenues

Total Revenues
Operating Expenses

$

1,555,192
15,917
6.916

1,578,025 35

1,420,175
16,019
9,946

1,446,140 $

1,251 ,398
14,692
20,284

1,286,374

$ $ $
250,264

737
54,232

209,919
1,212

44,702

Salaries and Wages
Purchased Wastewater Treatment
Sludge Removal Expense
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Contractual Services
Contractual Services- Testing
Contractual Services - Other
Equipment Rental
Rents - Building
Transportation Expenses
Insurance - General Liability
insurance - Other
Regulatory Commission Expense
Miscellaneous Expense
Bad Debt Expense
Depreciation and Amortization
Taxes Other Than income
Property Taxes
Income Tax

69,037
10,086

4,639
27,041

392,538
769

2,321
16,591
20,160

2,139
51,852
26,868

(206)
155,965

4,715
35,789

108,680

62,384
16,903
5,503

10,789
295,686

1,047
2.786
5,299

12,055
4,633

14,048
29,766

(10,657)
115,358

300,408
706

54,522
928

34,152
11,224
9,362

16,955
502,741

1,853
19,830
34,445
18,704

990
59,884
20,845
11,962

181,931
(1 ,780)
19,302

125,431
34,096
99,767

35
$

1 ,424,405
153,620

$
$

1,234,217
211,923

$
39

955,296
331,078

35 $ 3,973 $ 5.350

1
2
3
4
5
8
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense

(98,285) (103,962) (109,872)

Total Other Income (Expense)
Net Profit (Loss)

$
$

(98,285) $
55,335 55

(99,989) $
111,934 $

(104,522)
226,556

40
41
42
43
44
45

SUPPORTING SCHEDULES: RECAP SCHEDULES:
A-2



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Comparative Statements of Cash Flows

Exhibit
Schedule E-3
Page 1
Witness: Bourassa

Test
Year

Ended
6/30/2008

Prior
Year

Ended
6/30/2007

Prior
Year

Ended
6/30/2006

$ 55,335 $ 111,934 $ 226,556

181,931
2,473

115,858
40,607

115,358

5,346
29

(2,335)
(1 ,957)

14,052

(1 ,375)

Cash Flows from Operating Activities
Net Income
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation and Amortization
Adjustments to Depreciation/Amortization
Other
Changes iN Certain Assets and Liabilities:

Accounts Receivable
Accounts Receivable, Other
Materials and Supplies Inventory
Prepaid Expenses
Restricted Cash
Accounts Payable
intercompany payable
Customer Deposits
Intercompany taxes receivable and taxes payable
Other assets and liabilities

(9,251)

9,953
653,251
(11,621)
(8,417)

209,869

1,369
361,365

(8,881)
(439,623)

32,832
623

(42,437)

(3,391)
(2,434)

(64,452)
421,220

13,096
(116,017)
(143,688)

$ 1,088,898 $ 168,855 $ 458,925

(1 ,696,1 sol (575,114) (974,274)

$ (1,696,153) $ (575,114) $ (974,274)

32,150 (735,724)

(63,539) (57,858)

170,817
(56,002)
(69,680)

Line

M
t
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40

$ $ $

Net Cash Flow provided by Operating Activities
Cash Flow From Investing Activities:

Capital Expenditures
Plant Held for Future Use
Changes in debt reserve fund

Net Cash Flows from Investing Activities
Cash Flow From Financing Activities

Change in Restricted Cash
Change in net amounts due to parent and affiliates
Receipt of advances for and contributions in aid of construction
Refunds for advances for construction
Repayments of Long-Term Debt
Dividends Paid
Deferred Financing Costs
Paid in Capital

Net Cash Flows Provided by Financing Activities
Increase(decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents at Beginning of Year
Cash and Cash Equivalents at End of Year $

645,003
613,614

6,359
27,437
33,796 $

1,110,499
316,917
(89,342)
116,779

27,437 $

442,480
487,615
(27,734)
144,513
116,779

41
42



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Statement of Changes in Stockholder's Equity

Exhibit
Schedule E-4
Page 1
Witness: Bourassa

Common
Stock

Additional
Paid-In-Caoital

Retained
Eaminqs Total

Balance, June 30, 2005
Add fl Paid In Capital
Dividends
Net Income

$ 1,000 $ 1,301,007 $ (120,844) $
442,480

1,181,163
442,480

226,556 226,556

Balance, June 30, 2006
Add fl Paid In Capital
Dividends
Net Income

$ 1,000 s 1,301,007 $ 548,192
1,110,499

$ 1,850,199
1,110,499

111,934 111,934

Balance, June 30, 2007
Add fl Paid In Capital
Dividends
Net Income

55 1,000 $ 1,301,007 $ 1 ,770,B25
645,003

$ 3,072,632
645,003

55,335 55,335

Balance, June 30, 2008 $ 1,000 $ 1,301,007 $ 2,470,963 $ 3,772,970

Line
No.
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19

20
21
22
23
24
25
26 SUPPORTING scHEDuLEs; RECAP SCHEDULES:



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Detail of Plant in Service

Exhibit
Schedule E-5
Page 1
Witness: Bourassa

Acct.

Ii; Plant Description

Plant
Balance

at
12/31/2007

Plant
Additions,
Reclass-

ications or
or

Retirements

Plant
Balance

at
6/30/2008

$ $ $

461 ,300
1279,322 1278,597

461,300
2,557,920

694,034
4,159,078

12,258
125,870

706,292
4,284,948

11,739186,983
31,512

179,348
698,278
578,780
22,859

123,289

274
(7,650)
76,064

120,719

198,723
31,512

179,622
690,628
654,844
143,578
123,289

76,216863,216
224,587
107,367

3,493
7.488

2,262

939,432
224,587
107,367

5,754
7,488

351
352
353
354
355
360
361
362
363
364
365
370
371
380
381
382
389
390
391
393
394
395
396
398

Organization
Franchises
Land and Land Rights
Structures and Improvements
Power Generation Equipment
Collection Sewers - Force
Collection Sewers Gravity
Special Collecting Structures
Services to Customers
Flow Measuring Devices
Flow Measuring Installations
Receiving Wells
Effluent Pumping Equipment
Treatment and Disposal Equipment
Plant Sewers
Outfall Sewer Lines
Other Plant and Misc. Equipment
Office Furniture and Equipment
Transportation Equipment
Tools, Shop and Garage Equipment.
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Other TangiblePlant

40.451 40,451

TOTAL WATER PLANT $ 9,620,938 $ 1,736,800 $ 11,357,735

Line
NO_
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37

SUPPORTING SCHEDULES RECAP SCHEDULES:
A-4
E-1



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Operating Statistics

Exhibit
Schedule E-7
Page 1
Witness: Bouras

Test
Year

Ended
6/30/2008

Prior
Year

Ended
6/30/2007

Prior
Year

Ended
6/30/2006

WASTEWATER STATISTICS-.

Sewer Revenues from Customer: $ 1,578,025 $ 1,446,140 $ 1,286,374

Year End Number of Customers 2,1o2 2,027 2,019

Line
No.

1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

Annual Revenue per Year End Customer $ 750.73 $ 713.44 $ 837.13

s



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008
Taxes Charged to Operations

Exhibit
Schedule E-8
Page 1
Witness: Bourassa

Test
Year

Ended
6/30/2008

Prior
Year

Ended
6/30/2007

Prior
Year

Ended
6/30/2006

Description

Federal Income Taxes*
State Income Taxes*
Payroll Taxes
Property Taxes

$ 57,575
3,857

$ 93,303
15,377

$ 77,022
22,745

19,302 35,789 34,096

Totals $ 80,734 $ 144,469 $ 133,863

Line
No.
1
2
3
4
5
6
7
8

g
10
11
12
13
14

*Computed



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008
Notes To Financial Statements

Exhibit
Schedule E-9
Page 1
Witness: Bourassa

The Company does not have outside auditors



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Projected Income Statements - Present & Proposed Rates

Exhibit
Schedule F-1
Page t
Witness: Bourassa

Test Year
Actual
Results

At Present
Rates
Year

Ended
6/30/2009

At Proposed
Rates
Year

Ended
6/30/2009

Revenues
Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues

$ $ $

$

1,555,192
15,917
6,916

1,578,025 $

1,557,337
15,917
6,916

1,580,170 $

2,471,099
15,917
6,916

2,493,932
Operating Expenses

Line

No.

1

2

3
4

5

6
7

8

9
10
11
12
13

14
15
16
17
18
19
20
21

Salaries and Wages
Purchased Wastewater Treatment
Sludge Removal Expense
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Contractual Services - Professional
Contractual Services - Testing
Contractual Services - Other
Rents .
Transportation Expenses
insurance - General Liability
Regulatory Commission Expense
Miscellaneous Expense

$ $ $
300,408

706
54,522

928
34,152
11 ,224
9,362

16,955
t ,863

19,830
34,445
18,704
59,884
20,845

Depreciation
Taxes Other Than Income
Property Taxes
Income Tax

181,931
(1,780)
19,302

125,431

335,255
706

54,690
928

37,489
11,224
9,362

16,955
1,863

19,830
34,445
18,704
60,000
20,845

164,522
224,818

(1,780)
32,414
7,760

335,255
706

54,590
928

37,489
1 1 ,224
9.362

16,955
1 ,863

19,830
34,445
18,704
60,000
20,845

164,522
224,818

(1,780)
32,414

360,462

$
$

908,712
669,313

$
$

1,050,031

530,139
$
$

1,402,733
1,091,199

22
23
24
25
26
27
28
29
30
31
32
33
34
35
36

(98,285) (67,693) (67,693)

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense
Gain/Loss Sale of Fixed Assets

Total Other Income (Expense)
Net Profit (Loss)

$
35

(98,285) $
571,028 $

(67,693) $
462,446 $

(67,693)
1,023,506

37



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Projected Statements of Changes in Financial Position
Present and Proposed Rates

Exhibit
Schedule F-2
Page 1
Witness: Bourassa

Test Year
Ended

6/30/2008

At Present
Rates
Year

Ended
6/30/2009

At Proposed
Rates
Year

Ended
6/30/2009

$ 55,335 $ (152,178) $ 408,882
Cash Flows from Operating Activities
Net Income
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation and Amortization
Deferred Income Taxes

181,931
2,473

224,818 224,818

5.346
29

(9,251)

Other
Changes in Certain Assets and Liabilities:

Accounts Receivable
Unbilled Revenues
Materials and Supplies Inventory
Prepaid Expenses
Deferred Charges
Accounts Payable
Intercompany payable
Customer Deposits
Intercompany taxes receivable and taxes payable
Other assets and liabilities

9,953
653,251
(11 ,621)
(8,417)

209,869

(500,000) (500,000)

$ 1,088,898 $ (427,360) $ 133.700

(1.696,153) (232,450) (232,450)

$ (1.696,153) $ (232,450) $ (232,450)

32,150

(63,539) (69,774) (69,774)

$ $

Line
NO
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45

Net Cash Flow provided by Operating Activities
Cash Flow From Investing Activities:

Capital Expenditures
Plant Held for Future Use
Changes in debt reserve fund

Net Cash Flows from Investing Activities
Cash Flow From Financing Activities

Change in Restricted Cash
Change in net amounts due to parent and affiliates
Receipt of advances for and contributions in aid of construction
Refunds for advances for construction
Repayments of Long-Term Debt
Dividends paid
Deferred Financing Costs
Paid in Capital

Net Cash Flows Provided by Financing Activities
Increase(decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents at Beginning of Year
Cash and Cash Equivalents at End of Year
F-3

$

645,003
613,614

6,359
27,437
33,795 $

230,000
160,226 $

(499,584)
33,796

(465,788) $

230,000
160,226
61,476
33,796
95,272



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Projected Construction Requirements

Exhibit
Schedule F-3
Page 1
Witness: Bourassa

Line
No.

2009 2010 2011
$ $ $

140,000 90,000 30,000

30,000
32,500
5,500

220,000
20,000

3,500

20,000
20,000

303,500

375 500

Account .
N umber

352
353
354
355
360
361
362
363
364
365
370
371
380
381
382
389
390
391
393
394
395
398

4,075

500
30,000

2,000 2,000

Plant Asset:
Franchises
Land and Land Rights
Structures and Improvements
Power Generation Equipment
Collection Sewers - Force
Collection Sewers - Gravity
Special Collecting Structures
Services to Customers
Flow Measuring Devices
Flow Measuring Installations
Receiving Wells
Effluent Pumping Equipment
Treatment and Disposal Equipment
Plant Sewers
Outfall Sewer Lines
Other Plant and Misc. Equipment
Office Furniture and Equipment
Transportation Equipment
Tools, Shop and Garage Equipment.
Laboratory Equipment
Power Operated Equipment
Other TangiblePlant 20,000 50,000 180,000

T
2
3
4
s
e
7
8
9
10
i t
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33

Total $ 232,450 $ 416,000 $ 556,000



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008
Assumptions Used in Rate Filing

Exhibit
Schedule F-4
Page 1
Witness: Bourassa

Property Taxes were computed using the method used by the Arizona Department
of Revenue

Projected construction expenditures are shown on Schedule A-4.

Expense adjustments are shown on Schedule C2, and are explained in the testimony.

Accumulated depreciation was computed using depreciation rates authorized
in prior Commission decision.

Income taxes were computed using statutory state and federal income tax rates.

Line
No.

t
2
3
4
5
6
7
8
g

10
11
12
13
14
15

\
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Analysis of Revenue by Detailed Class
Special Rate Commercial Customers Pay Standard Commerical Rate

Schedule H-2
Page 1
Witness: Bourassa

Customer
Classification

Average
Number of
Customers

at
6/30/2008

1,972
124

Average
Effluent

N/A
N/A

Average Bill
Present Proposed
Rates Rates

$ 45.64 $ 71 .08
103.41 161 .05

$

Proposed Increase
Dollar Percent

Amount Amount
25.44 55.741 %
57.65 55.749%

$
1

1 4,189.29 100.373%

850,85 74.370%

1

1

1

1

1

1

2.28359 103.071%

173.58 103.071 %

Residential
Commercial (Standard Rate)
Commercial (Special Rate)

B-H Enterprises (West)
B-H Enterprises (East)
Barb's Per Grooming
Boulders Resort
Carefree Dental
Ridgecrest Realty
Desert Forest
Desert Hills Pharmacy
El Pedregal
Lemon Tree
Body Shop
Spanish Village
Boulders Club
Anthony Vuitaggio 1

N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A

- N/A
- N/A
- N/A

4,173.74 8,363.03
_ N/A
_ N/A

1,144.08 1,994.93
. N/A

2,215.55 4,499.14
. N/A
. N/A
_ 0.28499

168.41 341 .99
_ N/A

Effluent 1 3,542,780 $ 1,326.42 $ 1,631.49 305.08 23.000%

Line

M ;
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21

22
23
24
25

Total 2,106



Black Mountain Sewer Corporation
Present and Proposed Rates

Test Year Ended June 30, 2008

Exhibit
Schedule H-3
Page 1
Witness: Bourassa

Customer Classification
Present
Rates

Present
Rates

Proposed
Rates

Proposed
Rates

Percent
Change

Monthly Charge for:
Residential
Commercial (Standard Rate), per gallon per day[1]

$ 45.64
0.18298

$ 71.08
0.28499

55.74%
55.75%

Effluent Sales (per 1,000 gallons)
per acre foot

$ 122.00
per acre foot

0_37440 $ 150.00 0.46051 23.00%

Rate per
Gallon

Rate per
Gallon [2]

Percent
Chanqe

$ 100.37%

$ 74.37%

$ 103.07%

Line

1
2
3
4
5
5
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

Customer[2]
B-H Enterprises
B-H Enterprises
Barb's Per Grooming
Boulders Resort
Carefree Dental
Ridgecrest Realty
Desert Forest
Desert Hills Pharmacy
El Pedregal
Lemon Tree
Bociy Shop
Spanish Village
Boulders Club
Anthony Vuitaggio

Commercial (Special Rate), per gallon per day[1 ]
Gallons

Per Day[1}
2,525
1,400

250
29,345
1,625

450
7,000

800
15,787

300
1,000
4,985
1,200

300

$
$
$
$
$
$
$
$
$
$
$
$
$
$

Monthly
Billing

354.36
196.48

35.09
4,173.74

228.05
63.87

1,144.08
136.49

2,215.55
41 .07

176.47
699.59
168.41
46.79

0.14034
0.14034
0.14034
0.14223
0.14034
0.14193
0016344
0.17061
0.14034
0.13691
0.17647
0.14034
0.14034
0.15597

$
$

Monthly
Billinq
N/A
N/A
N/A

8,363.03
N/A
N/A

1 _9g4.g3
N/A
4,499. 14

N/A
NIA

1 ,420.68
341 .go

N/A

N/A
N/A
N/A
0.28499
N/A
N/A
0.28499
N/A
0.28499
N/A
N/A
0.28499
0.28499
N/A

103.07%
103.07%

[1] Commercial wastewater flows are based on the average daily flows set forth in Engineering Bulletin 12, Table 1
published by the Arizona Department of Environmental Quality
[2] Company is proposing to set the special rate commercial customers at the same rate Ase the standard commerical rate
customers.
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Black Mountaln Sewer Corporation
Present and Proposed Rates

Test Year Ended June 30, 2008

Exhibit
Schedule H-3
Page 2
Vvhtness: Bourassa
REVISED

I

I

I
¢

i

s
s

Other Service Charges
Establishment
Re-Establishment
Reconnection
After hours service
Min Deposit Requirement (Residential)
Min Deposit Requirement (Non-Residential)
NSF Check
Deferred Payment finance charge, Per Month
Late Payment Charge, Per Month
Main Extension Tariff [2]
Purchased Wastewater Surcharge
Hook-Up Fee for New Service Connections (per Gallon per Day)[4]

Present
R  t

s 25.00
$ 25.00

no charge
N/A

[1]
[1]

10.00
1 .50%
1.50%
Cost
NT
NT

$

Proposed
R  t

25.00
25.00

[5]
25.00

[1]
[1]

10.00
1.50%
1.50%
Cost

[3]
8.00$

[1] Per A.C.C. R14-2~603BResidential - two times the average bill. Non-residentigl- two and one»half times the average be.

12] Per A.C.C. R14-2-606(B)

[3] For Increases In wastewater treatment costs from City of Scottsdale. See Testimony of Thomas J. Bourassa.

[4] Commercial wastewater Hows are based on the average daily Hows set forth in Engineering Bulletin 12, Table 1
published by the Arizona Department of Environmental Quality. For wastewater treatment capacity constructed or
purdaased. See tariff for details.

[5] Actual cost of physical disconnection and reconnection (if same customer) and there shall be no charge if there
is no physical work performed.

Line

NO
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33

IN ADDMON TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM
ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE, SALES. USE, AND FRANCHISE
TAx. PER COMMISSION RULE (14-2-608.D 5)-

ALL ADVANCES AND/OR CONTRIBUTIONS ARE TO INCLUDE LABOR, MATERIALS, OVERHEADS,
AND ALL APPLICABLE TAXES, INCLUDING ALL GROSS-UP TAXES FOR INCOME TAXES.

COST TO INCLUDE LABOR. MATERIALS AND PARTS. OVERHEADS AND ALL APPLICABLE TAXES.
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Q-

INTRODUCTION.

PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

Q. ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT

TESTIMONY ON RATE BASE, INCOME STATEMENT, REVENUE

REQUIREMENT AND RATE DESIGN IN THIS DOCKET?

Yes, and all of my background information and testimony regarding my

qualifications is contained in that portion of my direct testimony.

11. SUMMARY OF TESTIMONY AND THE PROPOSED COST OF CAPITAL
FOR THE COMPANY.

Q- WHAT IS THE PURPOSE OF THIS PORTION OF YOUR DIRECT

TESTIMONY?

This portion of my direct testimony will focus on cost of capital issues. i will

testify in support of the Black Mountain Sewer Corporation's ("BMSC" or "the

Company") proposed rate of return on its fair value rate base. I am sponsoring the

Company's D Schedules, which are attached to this testimony. Also attached to

this testimony are Exhibits 1 through 7, which are discussed below. As noted

above, I am also sponsoring direct testimony that addresses the Company's rate

base, income statement (revenue and operating expenses), required increase in

revenue, and its rate design and proposed rates and charges for service. For the

convenience of the Commission and the parties, that testimony and my related

schedules are being filed separately in this case.
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Q- PLEASE SUMMARIZE YOUR COST OF CAPITAL TESTIMONY.

There are two basic components: capital structure and return on rate base. I will

address capital structure first. The Company's test year capital structure consisted
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\ PI{UFl:38lONA| Co!P(llATl('lh

PIIOIENIX

A.

A.

A.

A.

1



I
1

of approximately 19.3 percent debt and 80.7 percent common equity. At the end of

the test year, June 30, 2008, BMSC had adjusted total capital of $5,225,205,

consisting of $1,010,649 long-term debt and $4,214,556 common equity.

However, because the debt service for the Company's long-term debt (used for the

purchase of Scottsdale wastewater treatment capacity) was treated by the

Commission as an operating "lease" expense to keep rates down, the long-term

debt is excluded from the capital structure for ratemaking purposes, leaving a

100% equity capital structure for ratemaking purposes.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q. IS THERE A RELATIONSHIP BETWEEN A UTILITY'S CAPITAL

STRUCTURE AND ITS COST OFCAPITAL?

Yes, both in the real business world and for ratemaking purposes. The latter

relationship has been a significant issue in recent rate cases, but I will address the

real world first.

Generally, when a firm engages in debt financing, it exposes itself to greater

risk. Once debt becomes significant relative to the total capital structure, the risk

increases in a geometric fashion compared to the linear percentage increase in the

debt ratio itself. This risk is illustrated by considering the effect of leverage on net

earnings. For example, as leverage increases, the equity ratio falls. This creates

two adverse effects on the investor. First, equity earnings decline rapidly and may

even disappear. Second, the "cushion" of equity protection for debt falls. A

decline in the protection afforded debt holders, or the possibility of a serious

decline in debt protection, will act to increase the cost of debt financing.

Therefore, one may conclude that each new financing, whether through debt or

equity, impacts the marginal cost of future financing by any alternative method.

For a firm already perceived as being over~leveraged, this additional borrowing

would cause the marginal cost of both equity and debt to increase. On the other

}my v1oRE CRAiG
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hand, if the same firm instead employed equity funding, this could actually reduce

the real marginal cost of additional borrowing, even if the particular equity

issuance occurred at a higher unit cost than an equivalent amount of debt.

Q- DOES THE COMPANY HAVE AN APPROPRIATE CAPITAL

STRUCTURE GIVEN ITS SIZE AND OTHER CHARACTERISTICS?

Appropriate yes. Ideal, no. More debt would be preferable, but relatively small

utilities like BMSC cannot support the same percentage of debt in their capital

structure as a large publicly traded utility. A theoretically "balanced" capital

structure is one that provides debt with adequate protection, yet contains enough

leverage to produce equity earnings sufficient to attract new equity capital (but not

so large a degree of leverage as to introduce earnings instability and render equity

investment speculative). For small utilities, financial leverage can be hard to

obtain, costly and often has detrimental impacts.

Q. BUT ISN'T BMSC OWNED BY A LARGE INCOME FUND WITH MULTI-

NATIONAL HOLDINGS AND ACCESS TO CAPITAL?

Yes, but so what? The issue is the investment, BMSC, not the investor, Algonquin.

If Algonquin is forced to loan money to or secure financing for its subsidiaries on

terns favorable to the utility, this is no different than forcing Algonquin to invest

capital at some discounted rate of return. BMSC's access to and cost of debt

should be based on BMSC, not its parent.
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Q- ARE YOU TESTIFYING THAT BMSC DOES NOT HAVE ANY ACCESS

TO DEBT FINANCING?

No, not specifically. In fact, in light of recent rate decisions, BMSC should be

looking to fund any future projects with some debt to move towards a more

balanced capital structure. But the Commission will have to recognize the true

costs of that debt for ratemaking if it is reasonable given BMSC's situation.
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Q- WHAT IS THE RELATIONSHIP BETWEEN CAPITAL STRUCTURE

AND RATE MAKING?

The capital structure is used to weight the debt and equity returns to derive a cost

of capital. In the case of BMSC, the Commission determined that the Company's

debt would not be used for this raternaking purpose. Instead, the Commission

directed that the debt incurred to acquire treatment capacity should be treated as a

lease and run through the income statement. See Decision No. 59944 at 6,

Decision No. 69146 at 8-9. This results in a weighted average cost of capital of

100% equity for ratemaking purposes and BMSC still facing the financial risk of a

capital structure with the 20% debt.

Q- WHY DID THE COMMISSION TREAT DEBT SUPPORTING RATE BASE

AS AN EXPENSE?

It was a fiction recommended by Staff and adopted by the Commission that

resulted in lower rates to customers at that time. See Rebuttal Testimony of

Thomas J. Bourassa in Docket SW-02361A-05_0657 at26.
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Q. THANK YOU, LET'S CONTINUE WITH THE SUMMARY OF YOUR

COST OF CAPITAL TESTIMONY. WHAT IS YOUR RECOMMENDED

RETURN ON RATE BASE?

I am recommending a return on equity ("ROE") of 12.8 percent. My

recommendation is based on (i) cost of equity estimates using constant growth and

multi-stage growth discounted cash flow ("DCF") models and the capital asset

pricing model ("CAPM") for the sample group of publicly traded utilities, (ii) my

review of the economic conditions expected to prevail during the period in which

new rates will be in effect, (iii) my judgments about the risks associated with small

utilities like BMSC not captured by the market data, and (iv) the financial risk

associated with the debt in BMSC's capital structure. The weighted cost of capital

FENNEMORE CRAIG
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is 12.8 percent, as shown on Schedule D-1. The weighted cost of capital is applied

to the Company's fair value rate base to compute the Company's required

operating income.
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Q. PLEASE SUMMARIZE THE APPROACH YOU USED TO ESTIMATE

THE COST OF EQUITY FOR THE COMPANY.

The cost of equity for BMSC cannot be estimated directly because BMSC's

common stock is not publicly traded and there is no market data for BMSC.

Consequently, I applied the DCF and CAPM models using data from a sample of

water utilities selected from the Value Line Investment Survey. There are six

water utilities in my sample: American States Water, Aqua America, California

Water, Connecticut Water, Middlesex Water, and SJW Corp. I selected these

particular utilities because the Commission's Utilities Division ("StafF') has relied

on data for these water utilities in a number of recent water and sewer utility rate

cases. Computations of common equity returns using DCF and CAPM approaches

are shown on Schedules D-4.9 through D-4.10 and Schedule D-4.13.

Using Staffs typical sample group, the DCF analyses indicate that a ROE in

the range of 9.9 percent to 13.5 percent is appropriate. The CAPM analysis, again

using the same sample group, indicates that a ROE in the range of 9.9 percent to

19.4 percent is appropriate. »

An ROE of 12.8 percent is higher than that of the range of the averages of

the results produced by both types of equity cost estimates. Of course, neither of

the models accounts for the Company's high risk for which there is no truly

comparable market data. As a result my final recommendation is largely impacted

by the result of my judgment about the high degree of financial and other risk

associated with BMSC and other small Arizona water and sewer providers. The

higher return recommendation for BMSC also takes into consideration BMSC's

FENNEMORE CRAIG
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small size relative to the six water utilities in Staff" s sample group and other

business risks not captured by the market data including the higher business risk as

the result of Arizona regulation.
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Q. WHY DO YOU BELIEVE THAT THE COMPANY HAS HIGH RISK?

Arizona is a hard place for small water and sewer providers to conduct business

due to the regulatory climate. Shipman, T.A. (2008, November 7). Assessing U.S.

Utility Regulatory Environments. Standard & Poor's RatingsDigest. Attached

hereto as Exhibit 7. Unfortunately, this problem is now getting national attention.

I can try to illustrate with two recent examples of regulation impacting a utility's

opportunity to am a return on rate base.

In Chaparral City's pending rate case (Docket No. W-02113A-07-0551), the

evidence shows that this utility earned a return hundreds of basis points below its

authorized return the first year its current rates were in effect, and less every year

since. Meanwhile, its rate case, filed two years ago based on a 2006 test year,

finally held Phase One hearings in December 2008. I have every reason to believe

that by the time rates go into effect sometime in Spring 2009, Chaparral City will

again be earning significantly less than its authorized rate of return.

The Company's affiliate, Gold Canyon Sewer Company, recently had its

lawfully adopted revenue requirement chopped by several hundred thousand

dollars. This was accomplished through use of fictitious ratemaking, and the

disallowance of plant built consistent with all regulatory requirements and found

"prudent" under the Commission's own regulation. This was admittedly done to

reduce the magnitude of rate increases.

It is hard to envision a more risky financial environment than that presented

by these two examples. Rates are delayed by the time the process takes, interim

rates are strongly discouraged, and prudently built plant is disallowed, all in the
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name of lower rates. These utilities are not being given an opportunity to earn their

return on rate base. No disrespect, but I wouldn't make a loan to an Arizona water

or sewer company, and if had to I make an equity investment, I would expect

returns in the 15%-20% range given the risk.

111. OVERVIEW OF THE RELATIONSHIP BETWEEN
EXPECTED RETURN ON AN INVESTMENT.

RISK AND THE

Q- HOW IS THE COST OF EQUITY TYPICALLY ANALYZED?

The cost of equity is the rate of return that equity investors expect to receive on

their investment. Investors can choose to invest in many types of assets, not simply

publicly traded stock. Each investment will have varying degrees of risk, ranging

from relatively low risk assets such as Treasury securities to somewhat higher risk

corporate bonds to even higher risk common stocks. As the level of risk increases,

investors require higher returns on their investment. Finance models that are used

to estimate the cost of equity often rely on this basic concept.

Q- CAN YOU ILLUSTRATE THE CAPITAL MARKET RISK-RETURN

CONCEPT?
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Yes. The following graph depicts the risk-return relationship that has become

widely known as the Capital Market Line ("CML"). The CML illustrates in a

general way the risk-return relationship.
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The CML can be viewed as a continuum of the available investment opportunities

for investors. Investment risk increases moving upward and to the right along the

CML. Again, the expected return increases with the risk.

Q. HOW DOES THE RISK-RETURN TRADE-OFF CONCEPT WORK IN

THE CAPITAL MARKET?
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As already suggested by the CML, the allocation of capital in a free market

economy is based upon the relative risk of, and expected return from, an

investment. In general, investors rank investment opportunities in the order of their

relative risks. Investment alternatives in which the expected return is

commensurate with the perceived risk become viable investment options. If all

other factors remain equal, the greater the risk, the higher the rate of return
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investors will require to compensate investors for the possibility of loss of either

the principal amount invested or the expected annual income from such investment.

Short-term Treasury bills provide a high degree of certainty and in nominal

terms (after considering inflation) are considered virtually risk free. Long-term

bonds and preferred stocks, having priority claims to assets and fixed income

payments, are relatively low risk, but are not risk free. The market values of long-

term bonds often fluctuate when government policies or other factors cause interest

rates to change. Common stocks are higher and to the right on the CML continuum

because they are exposed to more risk. Common stock risk includes the nature of

the underlying business and financial strength of the issuing corporation as well as

market-wide factors, such as general changes in capital costs.

The capital markets reflect investor expectations and requirements each day

through market prices. Prices for stocks and bonds change to reflect investor

expectations and the relative attractiveness of one investment versus another.

While the example provided above seems straightforward, returns on common

stocks are not directly observable in advance, in contrast to debt or preferred stocks

with fixed payment terms. This means that these returns must be estimated from

market data. Estimating the cost of equity capital is a matter of informed judgment

about the relative risk of the company in question and the expected rate of return

characteristics of other alternative investments.
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Q- HOW IS THE COST OF EQUITY FOR A PARTICULAR UTILITY

DETERMINED?

The estimation of a utility's cost of equity is complex. It requires an analysis of the

factors influencing the cost of various types of capital, such as interest on long-

term debt, dividends on preferred stock, and earnings on common equity. The data

for such an analysis comes from highly competitive capital markets, where the firm
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1 raises funds by issuing common stock, selling bonds, and by borrowing (both long-

and short-term) from banks and other financial institutions. In the capital markets,

the cost of capital, whether the capital is in the form of debt or equity, is

determined by two important factors :

1) The pure or real rate of interest, often called the risk-free rate of

interest, and,

2) The uncertainty or risk premium (the compensation the investor

requires over and above the real or pure rate of interest for subjecting

his capital to additional risk).

Q. PLEASE DISCUSS THESE FACTORS IN GREATER DETAIL.

A. The pure rate of interest essentially reflects both the time preference for, and the

productivity of, capital. From the standpoint of the individual, it is the rate of

interest required to induce the individual to forego present consumption and offer

the funds thus saved to others for a specified length of time. Moreover, the pure

rate of interest concept is based on the assumption that no uncertainty affects the

investment undertaken by the individual, Le., there is no doubt that the periodic

interest payments will be made and the principal returned at the end of the time

period. In reality, investments without risk do not exist. Every commitment of

funds involves some degree of uncertainty.

Turning to the second factor affecting the cost of capital, it is generally

accepted that the higher the degree of uncertainty, the higher the cost of capital.

Investors are regarded as risk adverse and require that the rate of return increase as

the risk (uncertainty) associated with an investment increase.
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Q- CAN YOU PROVIDE SOME PERSPECTIVE ON YOUR PREVIOUS

DISCUSSION WITH RESPECT TO RETURNS ON COMMON STOCKS?

Yes. Conceptually,
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[1] Required Return for
Common Stocks

Return on a
ask-free asset + Risk Premium

where the risk premium investors require for common stocks will be higher than

the risk premium they require for investment grade bonds. This relationship is

depicted in the graph of the CML, above. As I will discuss later in this testimony,

this concept is the basis of risk premium methods, such as the CAPM, that are used

to estimate the cost of equity.

Q- WHAT HAS BEEN THE RECENT EXPERIENCE IN THE U.s. CAPITAL

MARKETS?
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In the past 10 years, inflation and capital market costs have generally declined.

Interest rates have been lower than in previous decades. Past inflation, as

measured by the Consumer Price Index, has been at relatively low levels in the past

10 years.

The roughly 6 year span of economic expansion after the 2001 recession

began to wane in 2007. Year-over-year GDP growth for 2004, 2005, and 2006 was

3.6 percent, 2.9 percent, and 2.8 percent, respectively. GDP growth was, in part,

spurred on by low interest rates during this period. The Federal Reserve, having

lowered the target Federal Funds rate to 1.0 percent by the end of 2003, began

raising interest rates in 2004 to help keep the economy from overheating and to

help keep inflation in check. By mid-2006, the Federal Reserve had raised the

target Federal Funds rate to 5.25 percent.

The economic expansion was broad, taking in the major consumer and

industrial sectors for much of its span. However, the economic expansion also

brought excesses, particularly in the areas of housing, lending practices, and the

financial markets.
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Economic growth slowed in 2007. For 2007, the year-over-year GDP

growth had dropped to 2.0 percent with the last quarter of 2007 at a negative 0.3

percent. The slow economic growth combined with the excesses during the

economic expansion of the previous 6 years has created turmoil in the credit,

financial, and housing markets. This turmoil continues to have a significant drag

on the economy. Federal Reserve Chairman Ben Bernanke noted in recent

Congressional testimony that financial markets are currently under considerable

stress and that broader retrenchment in the willingness of investors to bear risk,

troubles in the credit markets and a weaker outlook of economic growth have

added to the stresses on economic growth.

In order to address the weakening economy, the Federal Reserve, starting in

September 2007, has taken a series of rate cut actions (425 basis points). The

reductions in interest rates by the Federal Open Market Committee were taken in

order to promote economic growth and to mitigate risks to economic activity. The

target Federal Funds rate stands at 1.0 percent and is expected to be lowered to 0.5

percent in the coming months.

GDP growth for the first three quarters of 2008 was 0.9 percent, 2.8 percent,

and negative 0.3 percent, respectively. It appears that the U.S. economy is now in

recession. The Blue Chip Financial Forecast ("Blue Chip") consensus forecasts

(December 2008) of real GDP growth for the 4th quarter of 2008 is a negative rate

of 3.4 percent and growth for the first and second quarters of 2009 are a negative

1.6 and 0.1 percent, respectively. While economic growth is expected to turn

positive by second half of 2009, recovery is expected to be slow as there are risks

to the U.S. economy from a far more serious worldwide recession, the failure of the

housing market to stabilize in the year ahead, continued weakness in business and

I

1 A Recession is defined as two or more consecutive quarters of falling GDP.
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consumer spending, and a setback to the war on terror.

One of the biggest risks to the economy stems from the conditions in the

credit markets. Without increased access and more affordable credit for consumers

and businesses, the prospects for a meaningful economic recovery are dim. The

stock market has had the worst year since 1931 and 1926 and has produced a

massive safe haven bid for Treasury debt. Recently, the three month Treasury bill

yields dropped to near zero, and yields on the two, five, ten and thirty year yield

treasuries fell to the lowest levels since the Treasury began regular sales of the

securities.

Q- IS THERE A RELATIONSHIP BETWEEN THE COST OF EQUITY AND

INTEREST RATES?

Yes. All things being equal, the cost of equity moves in the same direction as

interest rates. Lower interest rates on U.S Treasuries ("risk-free" rate) imply lower

equity returns and visa versa. However, as indicated by Equation l above, the risk

premium required to compensate investors also impacts the cost of equity. Higher

risk premiums required by investors imply higher equity costs and visa versa. Risk

premiums are impacted by uncertainty in future interest rates, business and

economic conditions, expected inflation, and other risk factors including interest

rate risk, business risk, regulatory risk, financial risk, construction risk, and

liquidity risk.

Q- HOW DOES ALL THE SOUR ECONOMIC NEWS IMPACT INVESTORS?

Like the Fed Chairman said-It makes investors want to hold on to their money

and put it in low risk investments.
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Q~ IS BMSC AFFECTED BY THESE SAME MARKET UNCERTAINTIES

AND CONCERNS?

Yes, in general, all investors are impacted by bad economic news, and the

FENNEMORE CRAIG
\ P\u»l.1:ssInsA1. Conrtnurlon

Plll1li2\?iK

A.

A.

A.

13



Lr

1

Company's investors not immune to uncertainty and inflation. In fact, these

smaller utilities generally feel the impact worse because they are small, with a

small customer base and an inability to attract capital.

Q- WHAT ARE THE RECENT DEVELOPMENTS IN THE WATER UTILITY

INDUSTRY AFFECTING UTILITY INVESTMENTS AND THE MARKET?

I have already spoken in my summary of recent trends towards lower rates at later

and later dates in Arizona. On the whole, the water utility industry is expected to

continue to confront increasing infrastructure demand. According to the Value

Line Investment Survey, many utilities have infrastructures that are decades old and

in need of significant maintenance and, in some cases, massive renovation and

replacement. In addition, the EPA and state and local regulators continue to

impose more stringent environmental quality and operational standards, such as

new maximum contaminant levels for public drinking water systems. Additional

operational requirements have also been imposed to address the threat of bio-

terrorism on U.S. water systems. As infrastructure costs continue to climb, many

smaller companies are at a serious disadvantage. Without sufficient resources to

fund improvements to meet new and more stringent requirements, many smaller

companies are being forced to sell to larger utilities, which have greater operational

flexibility and resources, as well as access to capital. with the backdrop of

increasing infrastructure costs, merger and acquisition activity is expected to

continue at a feverish pace.
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Q- WOULD YOU PLEASE DISCUSS IN MORE DETAIL THE IMPACT OF

RISK ON CAPITAL COSTS?

With reference to specific utilities, risk is often discussed as consisting of two

separate types of risk: business risk and financial risk.

Business risk, the basic risk associated with any business undertaking, is the
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uncertainty associated with the enterprise's day-to-day operations. In essence, it is

a function of the normal day-to-day business environment, both locally and

nationally. Business risks include the condition of the economy and capital

markets, the state of labor markets, regional stability, government regulation,

technological obsolescence, and other similar factors that may impact demand for

the business product and its cost of production. For utilities, business risk also

includes the volatility of revenues due to abnormal weather conditions, degree of

operational leverage, regulation, and regulatory climate. Regulation, for example,

can compound the business risk if it is unpredictable in reacting to cost increases

both in terms of the time lag and magnitude. Regulatory lag makes it difficult to

earn a reasonable return particularly in an inflationary environment and/or when

there is significant lag between the timing of investment in capital projects and its

recognition in rates. Put simply, the greater the degree of uncertainty regarding the

various factors affecting a company's business, the greater the risk of an

investment in a company and the greater the compensation required by the

investor.
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Financial risk, on the other hand, concerns the distribution of business risk

to the various capital investors in the utility. As I discussed earlier, permanent

capital is normally divided into three categories: long-term debt, preferred stock,

and common equity. Because common equity owners have only a residual claim

on earnings after debt and preferred stocldiolders are paid, financial risk tends to be

concentrated in this element of the firm's capital. Thus, a decision by management

to raise additional capital by issuing additional debt concentrates even more of the

financial risk of the utility in the common equity owners.

An important component of financial risk is construction risk. Construction

risk refers to the magnitude of a company's capital budget. If a company has a
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large construction budget relative to internally generated cash flows it will require

external financing. it is important that companies have access to capital funds on

reasonable terms and conditions. Utilities are more susceptible to construction risk

for two reasons. First, utilities generally have high capital requirements to build

plant to serve customers. Second, utilities have a mandated obligation to serve,

leaving less flexibility both in the timing and discretion of scheduling capital

projects. This is compounded by the limited ability of a utility to wait for more

favorable market conditions to raise the capital necessary to fund the capital

PI'o_]€cts.

Although often discussed separately, the two types of risks (business and

financial) are actually interrelated. Specifically, a common equity investor may

seek to offset exposure to high financial risk by investing in a firm perceived to

have a low degree of business risk. In other words, the total risk to an investor

would be high if the enterprise was characterized as a high business risk with a

large portion of its permanent capital financed with senior debt. To attract capital

under these circumstances, the firm would have to offer higher rates of return to its

common equity investors. I would also note, while the water utilities in the sample

have recently encountered a more favorable regulatory environment in many states,

such as California, this has not been the case in Arizona. As a result, utilities in

Arizona are finding it increasingly difficult to attract capital.

Iv.

Q-

THE MEANING OF "JUST AND REASONABLE" RATE OF RETURN,

HAVE THE COURTS SET FORTH ANY CRITERIA THAT GOVERN THE

R.ATE OF RETURN THAT A UTILITY'S RATES SHOULD PRODUCE?
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Yes. In 1923, the U.S. Supreme Court set forth the following criteria for

determining whether a rate of return is reasonable in Bluefela' Water Works and
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1 Improvement Co. v. Public Service Commission of West Virginia, 262 U.S. 679,

692-93 (1923):

corresponding
The return should be reasonably sufficient

A public utility is entitled to such rates as will permit it to earn a
return on the value of the property which it employs for the
convenience of the public equal to that generally being made at the
same time and in the same general part of the country on investments
on other business undertaking which are attended by
risks and uncertainties
to assure confidence in the financial soundness of the utility and
should be adequate, under efficient and economical management to
maintain and support its credit and enable it to raise money necessary
for the roper discharge of its public duties.
reasonable
affecting opportunities for investment,
business conditions generally.

In summary, underBlue field Water Works:

A rate of return may be
at one time and become too high or too low by changes

the money market, and

(2)

(1) The rate of return should be similar to the return in businesses with

similar or comparable risks,

The return should be sufficient  to  ensure the confidence in the

financial integrity of the utility, and

The return should be sufficient to maintain and support the utility's

credit.

In addition to being widely followed by courts and regulatory commissions,

the Court's discussion of the criteria that should be used to determine a reasonable

rate of return is important because Eluefeld Water Works involved the application

of the "fair value" standard, which is embodied in the Arizona Constitution. Thus,

in discussing the criteria for determining a fair rate of return, the Court applied the

rate of return, judged according these criteria, to the current or "fair" value of the

utility's plant and property devoted to public service.

(3)
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Q. HOW HAVE THESE CRITERIA BEEN APPLIED IN REGULATORY

PROCEEDINGS?

Yes, but the application of the "reasonableness" criteria laid down by the Supreme
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1 PRoll:ssIon.\l. C()lll'0Rnum

PIIUMNIX

A.

17



l

Court has resulted in controversy. The typical method of computing the overall

cost of capital is quite straightforward: it is the composite, weighted cost of the

various classes of capital (debt, preferred stock, and common equity), used by the

utility. The weighting is done by calculating the proportion that each class of

capital bears to total capital. However, there is no consensus regarding the best

method of estimating the cost of equity capital. The increasing regulatory

emphasis on objectivity in determining the rate of return has resulted in a

proliferation of market~based finance models that are used in equity return

determination. As will be discussed more fully below, however, none of these

models are universally accepted as the "correct" means of estimating the ROE.

v. THE ESTIMATED COST OF EQUITY FOR THE COMPANY.

A. The Publicly Traded Utilities That Comprise the Sample Group Used to
Estimate the Companv's Cost of Equitv.
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Q. PLEASE BRIEFLY DESCRIBE THE APPROACH YOU FOLLOWED IN

YOUR COST OF CAPITAL ANALYSIS FOR BMSC.

As I have stated, estimating the cost of equity is a matter of informed judgment.

The development of an appropriate rate of return for a regulated enterprise involves

the determination the level of risk associated with that enterprise and the

determination of an appropriate return for that risk level. Practitioners employ

various techniques that provide a link to actual capital market data and assist in

defining the various relationships that underlie the equity cost estimation process.

Since BMSC is not publicly traded, the information required to directly

estimate BMSC's cost of equity is not available. Accordingly, I used a sample

group of water utilities as a starting point to develop an appropriate cost of equity

for BMSC. There are six water utilities included in the sample group: American

States Water, Aqua America, California Water, Connecticut Water, Middlesex
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Water, and SJW Corp. All these companies are followed by the Value Line

Investment Survey, and, as explained previously, these particular utilities have

consistently been used by the Staff to estimate the cost of equity in a number of

recent water and sewer utility rate cases.

Q- ARE THE WATER UTILITIES IN YOUR SAMPLE DIRECTLY

COMPARABLE TOBMSC?

No, but they are utilities for which market data is available. All of them are

regulated, they primarily provide water service, although some provide both water

and wastewater services, and their primary source of revenues is from regulated

services. Therefore, they provide a useful starting point for developing a cost of

equity for BMSC. I emphasized "starting point" because BMSC is not publicly

traded, there is no market data available for smaller utilities, like BMSC, that can

be used to develop cost of equity estimates.
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Q- DOES THE MARKET DATA PROVIDED BY THE WATER UTILITY

SAMPLE CAPTURE ALL OF THE MARKET RISKS THAT BMSC

MIGHT FACE IF IT WERE PUBLICLY TRADED?

In my opinion, no. First, as I stated, there is no comparable market data for utility

companies the size of BMSC. The average revenue of the water utility sample

companies is nearly 174 times that of BMSC and the average net plant of the water

utility sample companies is nearly 149 times that of BMSC. Even the smallest

company in the sample, Connecticut Water, has nearly 42 times the net plant of

BMSC, and nearly 39 times the revenues.

Second, market data for the sample water utilities do not include data for

water and sewer utilities primarily sewing the Arizona market and thus primarily

subject to Arizona rate regulation. The Commission requires the use of historical

test years with limited out-of-period adjustments. Moreover, current Commission
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1 policy strongly disfavors adjustment mechanisms that allow for prompt recovery of

increases in the cost  o f purchased water  and power ,  in cont rast  t o  o ther

jurisdictions. In short, the Commission's current policies make it  difficult  for

water or sewer utilities to am their authorized rates of return.

Q- HOW DOES THIS IMPACT BMSC?

BMSC faces the risk that changes in costs, both unexpected and expected, during

the period in which new rates will be in effect  will not  be recovered without

another costly and lengthy general rate case. The water sample is heavily weighted

with utilities doing business in California. American States, California Water, and

SJW Corp. are based in California and receive the bulk of revenues from utility

service in that state. These utilities face less regulatory risk because the California

Public Utilities Commission allows the use of future test years and balancing

accounts for expenses such as purchased water and power. Aqua America, the

largest water utility in the group, has operations in more than 12 states. As a result,

Aqua America's systems are regulated by different state commissions and are less

affected by unfavorable decisions and policies of a particular regulatory

commission.
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Q- PLEASE PROVIDE A GENERAL DESCRIPTION OF THE WATER

UTILITIES IN YOUR SAMPLE.

Schedule D-4.1 lists the operating revenues and net plant for the six water utilities

as reported by AUS Utility Reports (formerly C.A. Turner Utility Reports) and

BMSC. In addition, below is a general description of each of the companies:

(1) American States Water (AWR) primarily serves the California

market through Southern California Water Company, which provides

water services to over 254,000 customers and electric utility service

to over 23,000 customers within 75 communities in 10 counties in

FENNEMORE CRAIG
\ Pl4rn.1:ssIo:4AI.Col<r'uun»Tuw

Puotaxsx

A.

A.

20



1

Q)

(3)
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(4)

the State of California, primarily in Los Angeles, San Bernardino,

and Orange counties. It has one subsidiary sewing the Arizona

market with approximately 13,000 customers in Fountain Hills and

Scottsdale. Approximately 91 percent of American States revenues

were derived commercial and residential water customers. Revenues

for American States were over $301 million in 2007 and net plant

was over$677 million at the end of 2007.

Aqua America (WTR) owns regulated utilities in Pennsylvania,

Ohio, North Carolina, Illinois, Texas, New Jersey, Florida, Indiana,

Virginia, Maine, Missouri, New York, and South Carolina, sewing

over 950,000 customers at the end of 2007. The Company's utility

base is diversified among residential water, commercial water, fire

protection, industrial water, other water, and wastewater customers.

Residential customers make up over 69 percent of its water revenues.

Total revenues for Aqua America were over $602 million in 2007

and net plant was over $2.4 billion at the end of 2007.

California Water Service Group (CWT) owns subsidiaries in

California, New Mexico, Washington, and Hawaii serving over

490,000 customers. The California operations account for over 95

percent of customers and over 96 percent of operating revenues.

Revenues for California Water were over $367 million in 2007 and

net plant was over $890 million at the end of 2007.

Connecticut Water Services (CTWS) owns subsidiaries in

Connecticut and Massachusetts serving over 84,000 customers.

Revenues for Connecticut Water Service were over $59 million in

2007 and net plant was over $229 million at the end of 2007.
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(5)

(6)

Middlesex Water (MSEX) owns subsidiaries in New Jersey and

Delaware sewing over 90,000 customers and provides water service

under contract to municipalities in central New Jersey to a population

of over 267,000. Revenues for Middlesex Water were over $86

million in 2007 and net plant was over $297 million at the end of

2007.

SJW Corp. (SJVV owns San Jose Water, which provides water

service in a 138 square mile area in San Jose, California, and

surrounding communities. Revenues for SJW Corp were over $206

million in 2007 and net plant was over $460 million at year-end.

Q- HOW DOES BMSC COMPARE TO THE SAMPLE WATER UTILITIES?

It is much smaller. At the end of the test year, BMSC had approximately 2,100

wastewater customers. its wastewater revenues totaled a little under $1.6 million,

and its wastewater net plant-in-service was approximately $5.7 million. BMSC is

not geographically diversified. It has a very small service territory in Northeast

Maricopa County compared to the sample companies, and no alternative sources of

revenue.
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Q- IT DOESN'T APPEAR THAT BMSC IS ACTUALLY COMPARABLE TO

THE SAMPLE WATER UTILITIES.

For the reasons I have stated, a good argument could be made that BMSC is not

comparable to the six publicly traded water utilities in the same group.

Unfortunately, as I testified, the approaches commonly used to estimate a utility's

cost of equity require market data, which is not available for smaller companies,

like BMSC. As a result, much larger, public companies must be used as proxies.

The emphasis on proxy is important. The criteria established by the Supreme

Court in decisions such as Bluefela' Water Works require the use of comparable
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companies, i.e., companies that would be viewed by investors as having similar

risks. A rational investor would not regard BMSC has having the same level of

risk as Aqua America or even Connecticut Water. Consequently, the results

produced by the DCF and CAPM methodologies, utilizing data for the sample

utilities, often understates the appropriate return on equity for an Arizona-regulated

water or sewer provided.

Q- YOU PREVIOUSLY DISCUSSED FINANCIAL RISK, WHICH IS

RELATED TO A FIRM'S CAPITAL STRUCTURE. HOW DO THE

CAPITAL STRUCTURES OF THE SAMPLE WATER UTILITIES

COMPARE TO BMSC?

Schedule D-4.2 shows the capital structure of BMSC contains 19.3 percent debt

and 81.7 percent equity compared to the average of the water utility sample of 48.5

percent debt and 51.5 percent equity. Having less debt in its capital structure

implies less financial risk than the water utility sample, which may offset the other

factors that make BMSC more risky than the sample group.

B. Current Stocks Prices and Their Effect on Estimating the Cost of
Equifv-
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Q- DO YOU HAVE ANY GENERAL CONCERNS WITH THE DATA

AVAILABLE TO MAKE COST OF EQUITY ESTIMATES FOR THE

WATER UTILITIES?

Yes. Schedule D~4.3 shows that common stock prices have increased significantly

during the past five years, and those increases have exceeded the average annual

increases in dividends per share ("DPS"), earnings per share ("EPS") and book

value per share. As a result, the current market-to-book ratio for the sample water

utilities is approximately 2.0.

Value Line (January 2004) has suggested that, in part, the reason for
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increases in the stock prices is consolidation in the water utility industry. In

January 2004, Value Line advised investors to expect stock prices from an

acquisition to be as much as four times book value. Value Line (October 2008)

continues to advise investors to expect mergers and acquisitions.

Irrespective of investor merger and acquisition expectations or other current

market conditions, stock price growth has exceeded book growth and both stock

price growth, and book growth have all exceeded dividends and earnings growth.

Schedule D-4.4 shows that common stock prices have had annual price increases

during the past 10 years that have exceeded the annual increases in dividends per

share, earnings per share, and book value per share. The market-to-book ratios of

most publicly traded utilities, including the sample utilities, have been well above

1.0 for a number of years, and there is no reason to expect those ratios to

significantly change in the future, given continuing the conditions in the stock

market and overall economic conditions.
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Q~ WHAT IMPLICATIONS DOES THIS HAVE FOR ESTIMATING THE

COST OF EQUITY USING THE SAMPLE WATER UTILITIES?

If investors have bid up prices for utility stocks in anticipation of a merger or

acquisition, the stock prices will reflect the investor's expected premium at

acquisition. This distorts the results produced by the DCF model by

underestimating dividend yield, lowering the indicated equity cost.

Alternatively, investors may have bid up the prices for the water utility

stocks because they expect increases in earnings and dividends in the future. In

other words, investors expect the water utilities to be authorized, and to actually

earn higher returns on equity. Value Line (April 2007), for example, has advised

investors that the extremely consumer-conscious regulatory environments of the

past several years and the corresponding delayed rate relief and unfavorable
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decisions appear to be at an end, especially in California. The recognition of

increasing favorable regulatory environment continues to provide share~price

strength. Value Line (October 2008) suggests that utility stocks, with some

perceived safety compared to the broader market, will likely outpace the broader

market averages during the next year due to seemingly unending volatility of the

stock market in the past 6 to 12 months.

There is no doubt investor expectations are influenced by more favorable

regulation and the current high volatility of the broader market. We can only hope

that Arizona's regulators understand that lower rates means less capital investment

and a lower quality of service. Shareholders won't keep chasing bad investment

with more capital, nor will they continue to subsidize the provision of service

waiting for the regulatory system to fix itself.

Q.

C. Overview of the DCF and CAPM Methodologies.

PLEASE EXPLAIN THE GENERAL APPROACHES TO ESTIMATING

THE COST OF CAPITAL.
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There two broad approaches:

1) identify comparable-risk sample companies and estimate the cost of

capital directly, and,

find the location of the CML and estimate the relative risk of the

company that jointly determines the cost of capital.

The DCF model is an example of a method falling into the first general

approach. It is a direct method, but uses only a subset of the total capital market

evidence. The DCF model rests on the premise that the fundamental value of an

asset (stock) is its ability to generate future cash flows to the owner of that asset

(stock). I will explain the DCF model in more detail later. For now, the DCF is

simply the sum of a stock's expected dividend yield and the expected long-term

2)
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growth rate. Dividend yields are readily available, but long-term growth estimates

are more difficult to obtain.

The CAPM is an example of a method falling into the second general

approach. It uses information on all securities rather than a small subset. I will

explain the CAPM in more detail later. For now, the CAPM is a risk-return

relationship, often depicted graphically as the CML. The CAPM is the sum of a

risk-free return and a risk premium.

Each of these two methods has their own way of measuring investor

expectations. In the final analysis, ROE estimates are subjective and should be

based on sound, informed judgment. I have applied several versions of the DCF,

and two versions of the CAPM to "bracket" the fair cost of equity capital for

BMSC, but without taking into account the additional risks that BMSC possesses.
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Q-

D. Explanation of the DCF Model and Its Inputs.

PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST OF

EQUITY.

The DCF model is based on the concept that the current price of a share of stock is

equal to the present value of future cash flows from the purchase of the stock. In

other words, the DCF model is an attempt to replicate the market valuation process

that sets the price investors are willing to pay for a share of a company's stock. It

rests on the assumption that investors rely on the expected returns (i.e., cash flow

they expect to receive) to set the price of a security. The DCF model in its most

general form is:

(2) PT = CFI/(l+k) + CF2/(l+k)2 + + CF,/(I+k)"

where k is the cost of equity, n is a very large number, PT is the current stock price,

and, CF1, CF2,...CF,, are all the expected future cash flows expected to be received

in periods 1, 2, n.
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Equation (2) can be written to show that the current price (P0) is also equal

to

(3) + p,/(1+k)'

where Pt is the price expected to be received at the end of the period t. If the future

price (Pt) included a premium (an expected increase in the stock price or capital

gain), the price the investor would pay today in anticipation of receiving that

premium would increase. In other words, by estimating the cash Hows from the

purchase of a stock in the form of dividends and capital gains, we can calculate the

investor's required rate of return, i.e., the rate of return an investor presumptively

used in bidding the current price to the stock (P0) to its current level.

Equation (3) is a Market Price version of the DCF model. As with the

general form of the DCF model in equation (2), in the Market Price approach the

current stock price (P0) is the present value of the expected cash intiows. The cash

flows are comprised of dividends and the final selling price of the stock. The

estimated cost of equity (k) is the rate of return investors expect if they bought the

stock at today's price, held the stock and received dividends through the transition

period, and then sold it for price (Pt).

PT = CF,/(1+k) + cF2/(1+k)2 +
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Q. CAN YOU PROVIDE AN EXAMPLE TO ILLUSTRATE THE MARKET

PRICE VERSION OF THE DCF MODEL?

Yes. Assume an investor buys a share of common stock for $40. If the expected

dividend during the coming year is $2.00, then the expected dividend yield is 5

percent ($2.00/$40 = 5.0 percent). If the stock price is also expected to increase to

$43.00 after one year, this $3.00 expected gain adds an additional 7.5 percent to the

expected total rate of return ($3.00/$40 = 7.5 percent). Thus, the investor buying

the stock at $40 per share, expects a total return of 12.5 percent (5 percent dividend

yield plus 7.5 percent price appreciation). The total return of 12.5 percent is the
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appropriate measure of the cost of capital because this is the rate of return that

caused the investor to commit $40 of his capital by purchasing the stock.

I have provided a Market Price DCF model in Exhibit 1 to illustrate the

Market Price DCF model approach further. The model computes the implied rate

of return from a stream of cash flows. The first cash How is negative and is the

purchase price of the stock. I used the spot price at November 21, 2008, as

reported by Value Line as the initial purchase price, The next series of cash flows

are the expected dividends for the next four years. The final cash flow is the

dividend in year 5 plus the expected selling price of the stock. The selling price of

the stock is based on the historical 5-year average annual price growth for each of

the stocks. The average implied rate of return is over 15 percent.

Q- HOW DOES THE RESULT OF YOUR MARKET PRICE DCF COMPARE

TO THE HISTORICAL COMPOUND ANNUAL MARKET RETURNS FOR

THE WATER UTILITY SAMPLE?

As shown in Exhibit 2, the average 5-year historical compound annual total market

return for the water utility sample is over 15 percent. I cannot compare total market

returns for AZ water and wastewater utilities because there is no market data.

Despite the fact that the historical 5-year total market returns as well as the market

price DCF indicate returns in the range of 15 percent, I do not rely on this method.

I have instead used it to evaluate the reasonableness of the results produced by the

other versions of my DCF model.
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Q- PLEASE CONTINUE WITH YOUR DESCRIPTION OF THE DCF

MODEL.

Under the assumption that future cash flows are expected to grow at a constant rate

("g"), equation (1) can be solved for k and rearranged into the simple form:

(4) k=CF1/P0+g
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where CF1/P0 is the expected dividend yield and g is the expected long term

dividend (price) growth rate ("g"). The expected dividend yield is computed as the

ratio of next period's expected dividend ("CF1") divided by the current stock price

("PT"). This form of the DCF model is known as the constant growth DCF model

and recognizes that investors expect to receive a portion of their total return in the

form of current dividends and the remainder through future dividends and capital

(price) appreciation. A key assumption of this form of the model is that investors

expect that same rate of return (k) every year and that market price grows at the

same rate as dividends. This has not been historically true for the water utility

sample, as shown by the data shown in Schedules D-4.3 and D-4.4. As a result,

estimates of long-tenn growth rates (g) should take this into account.

Q_ HOW IS THE FORMULA FOR THE MULTI-STAGE DCF MODEL

DERIVED?

Under the multi-stage growth DCF model, equation (1) is expanded to incorporate

two or more growth rate periods and is written as:

(5) PT = cF0(1+8i)/(1+k) + + cp0(1+g)"/(1+k>" + cF0(1+g)"*"/k-g)

where 81: 82> etc., represent growth rates for periods l, 2, etc., and gt represents the

growth rate from period t to infinity. This version of the DCF model assumes that

cash flow growth will occur at  different  rates for one or more periods and

ultimately reach a terminal growth stage that continues indefinitely.

Q- ARE THERE ANY GENERAL CONCERNS ABOUT APPLYING THE DCF

MODEL TO UTILITY STOCKS?
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There are a number of reasons why caution must be used when applying the DCF

model to utility stocks. as I have already discussed, the stock price and

dividend yield component may be unduly influenced by structural changes in the

industry, such as mergers and acquisitions, which influence investor expectations.

First,
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l Second, the DCF model is based on a number of assumptions which may not be

realistic given the current capital market environment. The traditional DCF model

assumes that the stock price, book value, dividends, and earnings all grow at the

same rate. This has not been historically true for the sample water utility

companies. Third, the application of the DCF model produces estimates of the cost

of equity that are consistent with investor expectations only when the market price

of a stock and the stock's book value are approximately the same. The DCF model

will understate the cost of equity when the market-to-book ratio exceeds 1.0 and

conversely will overstate the cost of equity when the market-to-book ratio is less

than 1.0. The reason for this is that the market-derived return produced by the

DCF is often applied to book value rate base by regulators. Fourth, the assumption

of a constant growth rate may be unrealistic, and there may be difficulty in finding

an adequate proxy for the growth rate. Historical growth rates can be downward

biased as a result of the impact of acquisitions, mergers, unfavorable regulatory

decisions, and even abnormal weather patterns.

Q- LET'S TURN TO THE SPECIFIC INPUTS USED IN YOUR DCF MODELS.

WHAT DATA HAVE YOU USED TO COMPUTE THE DIVIDEND YIELD

(CFI/P0) IN YOUR 1v1oDELs?

I used the spot price for each of stocks of the water utilities in the sample group on

November 21, 2008 as reported by Value Line. The dividend is the expected

dividend for the next year.
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Q- EARLIER YOU TESTIFIED THAT STOCK PRICES HAVE BEEN

INCREASING DUE TO STRUCTURAL CHANGES--HOW DO SUCH

CHANGES IMPACT THE DIVIDEND YIELD?

The DCF model results will be negatively biased because the dividend yield

(CF1/P0) is reduced by virtue of having a larger denominator, the stock price (PT).
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This impact is not by itself problematic because the DCF model is intended to take

into account changes in the stock price (upward or downward). Investors may have

bid up the price of the stocks of the water utilities in the sample group because they

expect increased growth in earnings and, as a result, increased dividend growth and

appreciation in the price of the stock. However, if stock prices have been bid up in

anticipation of a merger or an acquisition, then the DCF model estimate will not

reflect true market conditions and understate the cost of equity.

Q- WHAT MEASURES OF GROWTH ("g") HAVE YOU USED?

I have used earnings growth forecasts, where available, from three different,

widely-followed sources: Zack's Investment Research, Standard & Poor Earnings

Guide, and Value Line Investment Survey. Schedule D-4.6 reflects estimates of

earnings growth. The currently available estimates from these three sources

provide at least two estimates for each of the sample water utility companies.

There are three estimates for the majority of the companies.

I have also used forecasts of book returns, retention ratios, and growth in the

number of common shares from Value Line to determine sustainable growth

estimates, which I describe in more detail below. Schedules D-4.7 and D-4.8 show

my calculations of sustainable growth.

For the multi-stage DCF, l employed a two-stage model with short-tenn and

long-term growth rates. I used analysts' forecasts of EPS growth for the near term

and average long-term GDP growth for the long-term.
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Q. DID YOU USE THE ARITHMETIC MEAN OR THE GEOMETRIC MEAN

FOR GDP GROWTH?

The arithmetic mean. It is well established that if the cost of capital is estimated

from historical data, an arithmetic average should be used. Dr. Morin, in his text

on regulatory finance, provides a detailed explanation of why this is the case, citing
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1 various authorities, including Professors Brealey, Myers and Allen, authors of the

leading graduate textbook on corporate finance

Q- WHY YOU USE FORECASTED GROWTH RATES IN YOUR

MODELS?

DID

The DCF model requires estimates of growth that investors expect in the future.

Accordingly, I used analysts' forecasts of growth. Logically, in estimating future

growth, financial institutions and analysts have taken into account all relevant

historical information on a company as well as other more recent information To

the extent that past results provide useful indications of future growth prospects,

analysts' forecasts would already incorporate that information. in addition, a

stock's current  price reflects known historic informat ion on that  company,

including its past earnings history. Any further recognition of the past will double

count what has already occurred. Therefore, forward-looking growth rates should

be used.

Q- HAVE YOU COMPARED THE ANALYSTS' ESTIMATES OF GROWTH

WITH HISTORICAL DATA?
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Yes. As shown in Exhibit 3, the average 5-year historical compound annual capital

(price) appreciation is 12.27 percent. The average 10-year historical compound

annual capital (price) appreciation is 11.28 percent. This is significantly higher

than the average of the analysts' estimates of growth of 9.03 percent as shown on

Schedule D-4.5. While historical returns do not necessarily reflect what will occur

in the future, the analysts' estimates of EPS growth are significantly less than the

historical capital appreciation and the historical total returns. Thus, I believe using

2 Roger A. Morin, New Regulatory Finance (2006) 133-43 .

3 David A. Gordon, Myron J. Gordon and Lawrence I Gould, "Choice Among Methods of
Estimating Share Yield," Journal 0f Portfolio Management (Spring 1989) 50-55.
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the analysts' estimates of EPS growth for the growth rate in the DCF model is

conservative.

Q- WHY DIDN'T YOU USE FORECASTS OF DIVIDEND GROWTH?

Primarily because of the limited availability of analyst estimates of dividend

growth for the utility sample companies. Forecasts are available for only three of

the six sample companies. A second reason is that of the three DCF estimates that

can be made two are less than the current cost of investment grade bonds one

produces an indicated cost of equity of only 3.9 percent.

Q. HAVE YOU PREPARED CONSTANT GROWTH DCF ESTIMATES

USING ANALYSTS' ESTIMATES OF DPS GROWTH?

Yes. Exhibit 4, attached hereto, reflect constant growth DCF results using

analysts' estimates of DPS growth. The average result is 7.2 percent well below

the current cost of investment grade bonds at 9.0 percent.

Q- HAVE YOU PREPARED CONSTANT GROWTH DCF MODELS USING

HISTORICAL DPS AND EPS GROWTH RATES?
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Yes. Exhibit 5, attached hereto, reflects constant growth DCF results using five-

year historical annual growth rates for DPS. The DCF results using five-year

historical annual growth rates using historical DPS growth is 7.2 percent - below

the current cost of investment grade bonds. Five of the six estimates are

significantly below the cost of debt, with the lowest being only 3.6 percent.

Exhibit 6, attached hereto, reflects constant growth DCF results using five-

year historical annual growth rates for EPS. The range of cost of equity estimates

using historical EPS growth are 7.1 percent to 11.4 percent with the average of the

estimates being 9.2 percent. Two of the six estimates are well below the cost of

debt with one as low as 7.1 percent. If these two estimates are removed, the

average result is 10.1 percent.
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Q. WHY HAVEN'T YOU INCLUDED ANALYSTS' FORECASTS OF DPS

GROWTH AND HISTORICAL DPS GROWTH IN YOUR DCF ESTIMATE

OF GRUWTH?

Using analysts' forecasts of DPS growth and historical DPS growth results in

returns that are unrealistic. It is important to keep in mind that there is a great deal

of empirical evidence demonstrating that, on average, stocks are riskier than bonds

and achieve higher returns. Morningstar (formerly Ibbotson Associates), for

example, annually publishes its comprehensive study of historical returns on stocks

and bonds.4

Putting aside the potential distortions to the result produced by the DCF

model caused by structural changes to the industry and abnormal weather

conditions, it does not make sense to employ grow rates that result in indicated

equity returns less than the cost of debt, especially when those results fly in the

face of a large body of empirical evidence. Investors would not bid up the price of

a utility stock if the expected return is equivalent to returns on bonds and other debt

investments. As the CML depicted previously illustrates, common stocks are

higher and to the right of investment grade bonds on the CML continuum because

they are riskier investments. Again, the empirical evidence supports this

conclusion. The results using the analysts' expectations of DPS growth and

historical DPS growth are unreasonable.
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Q~ YOU MENTIONED SUSTAINABLE GROWTH EARLIER.

EXPLAIN WHAT SUSTAINABLE GROWTH IS?

PLEASE

Sustainable growth is derived by combining the expected growth from future

retained earnings and expected future growth from sales of common stock. The

growth rate (g) becomes:

4 Morningstar,S88I Valuation Edition 2006 Yearbook.
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(6) g = be + av

where b is the expected retention ratio, r is the expected return on common equity,

s is the funds raised from the sale of stock as a fraction of existing common equity,

a nd  v  i s  t h e  f r a c t i on  o f  f u nd s  r a i s e d  f r om the  s a l e  o f  s t oc k  tha t  a c c r u e s  t o

shareholders.

Q- HOW DID YOU ESTIMATE "br77 GROWTH?

Q-

I  u s ed  pro j ec ted  r a t e s  o f  r e tu rn ,  d i v i dends  pe r  s ha re ,  a nd  ea rn i ng s  pe r  s ha re

reported in Value Line to estimate "be" growth.

ask"

I used Value Line's projections of new issues of common stock to estimate "s" and

reported books values and the spot price to estimate "v". All of the water utility

stocks used in my sample are currently sel l ing at prices above book value and thus

have "sv" growth.

HOW DID YOU ESTIMATE GROWTH?

Q- HOW DO YOUR ESTIMATES FOR SUSTAINABLE GROWTH

COMPARE TO THE HISTORICAL COMPOUND ANNUAL CAPITAL

APPRECIATION RETURN?

The average susta inable growth for the uti l i ty sample as shown in Schedule D-4.7

i s  7 .2 6  percent ,  whi ch  i s  l ower  than the  av erage  5 -yea r  and  1 0 -yea r  h i s tor i ca l

compound annual  capi ta l  appreciation return of 12 .27 percent and 11 .28 percent,

respectively.

E.

1
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4

5

6

7

8

9

10

11

12

13

14
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19

2 0

21

22

23

24

25

26

Q.

Explanation of the CAPM and Its Inputs.

PLEASE EXPLAIN THE CAPM METHODOLOGY FOR ESTIMATING

THE COST OF EQUITY.

As I already indicated, the CAPM is a type of risk premium methodology that is

often depicted graphically in a form identical to the CML. Put simply, the CAPM

formula is the sum of a risk-free rate plus a risk premium. It quantities the
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additional return required by investors for bearing incremental risk. The risk~free

rate is the reward for postponing consumption by investing in the market. The risk

premium is the additional return compensation for assuming risk.

The CAPM formula provides a formal risk-return relationship premised on

the idea that only market risk matters, as measure by beta. The CAPM formula is:

(7) k Z Rf + i3(Rm-Rf)
where k is the expected return, Rf is the risk-free rate, Rm is the market return, (Rf

Rm) is the market risk premium, and [3 is beta.

The difficulty with the CAPM is that it is a prospective or forward-looking

model while most of the capital market data required to match the input variables

above is historical.

Q. WHAT IS THE RISK-FREE RATE?

It is the return on an investment with no risk. U.S. Treasury rates serve as the basis

for the risk-free rate because the yields are directly observable in the market and

are backed by the U.S. government. Practically speaking, short-term rates are

volatile, fluctuate widely and are subject to more random disturbances than long-

term rates. in short, long-term Treasury rates are preferred for these reasons and

because long-term rates are more appropriately matched to securities with an

indefinite life or long-term investment horizon.
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Q- WHAT IS BETA AND WHAT DOES IT MEASURE?

Beta is measure of the relative risk of a security and the market. In other words, it

is a measure of the sensitivity of a security to the market as a whole. This

sensitivity is also known as systematic risk. It is estimated by regressing a

security's excess returns against a market portfolio's excess returns. The slope of

the regression line is the beta.

Beta for the market is 1.0. A security with a beta greater than 1.0 is
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considered riskier than the market. A security with a beta less than 1.0 is

considered less risky than the market.

There are computational problems surrounding beta. It depends on the

return data, the time period used, its duration, the choice of the market index, and

whether annual, monthly, or weekly return figures are used. Betas are estimated

with error. Based on empirical evidence, high betas will tend to have a positive

error (risk is overestimated) and low betas will have a negative error (risk is

underestimated).5

Q. WHAT DID YOU USE AS THE PROXY OF THE BETA FOR BMSC?

I used the average beta of the sample water utility companies. Betas were obtained

from Value Line Investment Analyzer (November 21, 2008). Value Line is the

source for estimated betas that Staff has used in a number of recent rate cases. The

average beta as shown on Schedule D-4.12 is 0.98. In the past few years, beta for

the sample water utility companies has increased significantly, indicating an

upward trend. For example, in the average beta for the water utility sample in

January 2006 was 0.74. The average beta increased to 0.85 by January 2007. I

should note that because BMSC is not publicly traded, BMSC has no beta. I

believe that BMSC, if it were publicly traded, would have a higher beta than the

sample water utility companies.

Q- PLEASE EXPLAIN THE MARKET RISK PREMIUM?

The market-risk premium (Rm°Rf) is the return an investor expects to receive as

compensation for market risk. It is the expected market return minus the risk-free

rate. Approaches for estimating the market risk premium can be historical or

prospective.

1

2

3

4

5

6

7

8

9

10

13

14

15

16

17

18

19

20

21

22

23

24

25

26

5 Eugene F. Faina and Kenneth R. French, "The Capital Asset Pricing Model: Theory and
Evidence," Journal of Economic Perspectives (Summer 2004) 25-46.
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Since expected returns are not directly observable, historical realized returns

are often used as a proxy for expected returns on the basis that the historical market

risk premium follows what is known in statistics as a "random walk." If the

historical risk premium does follow the random walk, then one should expect the

risk premium to remain at its historical mean. Based on this argument, the best

estimate of the future market risk premium is the historical mean. Morningstar's

SBBI Valuation Edition 2008 Yearbook provides historical market returns for

various asset classes from 1926 to 2007. This publication also provides market risk

premiums over U.S. Treasury bonds, which make it an excellent source for

historical market risk premiums.

Prospective market risk premium estimation approach necessarily

examining the returns expected from common equities and bonds. They can be

extremely volatile, especially when examining very short periods of time. When

such methods are shown to be volatile, they should be avoided. One method

employs applying the DCF model to a representative market index such as the S&P

500 index or the Value Line Composite Index. The expected return from the DCF

is measured for a number of periods of time, and then subtracted from the

prevailing risk-free rate for each period to arrive at market risk premium for each

period. The market risk premium subsequently employed in the CAPM is the

average market risk premium of the overall period.

Q- HOW MANY MARKET RISK PREMIUM ESTIMATES YOU

PREPARE IN CONNECTION WITH YOUR ASSIGNMENT FOR BMSC?

DID

1
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3

4

5

6

7

8

9

10

11
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13

14

15

16
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19

20

21

22

23

24

25

26

I prepared two market risk premium estimates: An historical market risk premium

and a current market risk premium.
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Q. HOW DID YOU ESTIMATE THE HISTORICAL MARKET RISK

PREMIUM?

I used the Morningstar's SBBI Valuation Edition 2008 Yearbook measure of the

average premium of the market over intermediate-term treasury securities from

1926 through 2007. The average historical market risk premium over intermediate-

term treasury securities is 7.5 percent.

Q- HOW DID YOU ESTIMATE THE CURRENT MARKET RISK PREMIUM?

I derived a market risk premium by, first, using the DCF model to compute an

expected market return for each of the past 12 months using Value Line'5

projections of the average dividend yield and average price appreciation (growth)

on the Value Line Composite Index. I then subtracted the average 30-year

Treasury yield for each month from the expected market returns to arrive at the

expected market risk premiums. Finally, I averaged the computed market risk

premiums to determine the current market risk premium. The data and

computations are shown on Schedule D-4. 12. The average market risk premium is

16.04 percent.
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Q. WHY DID YOU USE A FULL 12 MONTHS OF DATA TO ESTIMATE THE

EXPECTED MARKET RISK PREMIUM?

Staff typically computes a market risk premium based on a single point in time,

which makes estimates extremely volatile, so much so that the expected market

risk premium estimate can change by as much as 300 basis points (or more) each

time it is estimated. The accuracy of the expected risk premium in greatly

enhanced by increasing the number of periods used to estimate it. It is analogous

to flipping a coin. One cannot predict with any degree of accuracy the result of a

single flip of a balanced coin, or even a few. But the more coin flips, the greater

degree of confidence one has in predicting the outcome.
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Q. WHY DID YOU USE THE 30-YEAR TREASURY AS OPPOSED TO THE s,

7, OR EVEN 10 YEAR TREASURIES IN COMPUTING YOUR EXPECTED

MARKET RISK PREMIUMS?

To properly match the risk-free rate (based the 30-year Treasury rate) with the

expected market risk premium I used in the current market risk premium CAPM.

Q-

F. The Results of the DCF and CAPM Models, and Recommended ROE.

PLEASE DISCUSS YOUR ANALYSIS OF THE COST OF EQUITY FOR

BMSC.

In the first part of my analysis, I applied two versions of the constant growth DCF

and a two-stage DCF models to the six water utilities in the sample group. The

DCF analyses appear on Schedules D-4.9, D-4.10, and D-4.1 l. The DCF models

produce an indicated equity cost in the range of 9.9 percent to 13.5 percent.

In the second part of my analysis, I applied two versions of the CAPM .- an

historical risk premium CAPM and a current market risk premium CAPM. The

CAPM analyses appear on Schedule D-4.13 and produce an indicated cost of

equity in the range of 9.8 percent to 19.4 percent.

Q. PLEASE SUMMARIZE YOUR DCF AND CAPM RESULTS.

The following table summarizes the results of the models I have used:

I

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Range

10.7% - 14.9%

8.6% - 12.3%

10.3% _ 13.2%

9.9% - 13.5%

DCF Constant Growth (earnings growth)

DCF Constant Growth (sustainable growth)

Two-Stage Growth Model

DCF Average Results

CAPM Historical MRP

CAPM Current MRP

Average CAPM Results 9.8%-19.4%

Midpoint

12.8%

10.4%

11.7%

11.7%

9.8%

19.4%

14.6%
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1 9.8%-16.5% 13.2%

2 Q-

Average Overall Results

DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?

3 Yes .

4

5

6

7

8

9

10

12

13

14

15
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26
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Assessing U.S. Utility Regulatory Environments
The assessment of regulatory risk is perhaps the most important factor in Standard ac Poor's Ratings Services'

analysis of a U.S. regulated, investor-owned utility's business risk. Each of the other four factors we

examine--markets,operations,competitiveness,and management--can affect thequality of the regulation a utility

experiences, but we believe the fundamental regulatory environment in the jurisdictions in which a Utility operates

often influences credit quality the most. In our credit analysis, we evaluate regulatory risk on a company-specific
basis. A utility management's skill in managing regulatory risk can in many cases overcome a difficult regulatory

environment. Conversely, other companies can experience greater regulatory risk even with supportive regulatory

regimes if management fails to devote the necessary time and resources to the important task of managing regulatory

risk. Operating in a state with a regulatory structure that is conducive to maintaining credit quality will improve the

chances for a utility to successfully negotiate the regulatory maze.

This commentary discusses our views on what constitutes a favorable regulatory climate. We then use those factors
to create assessments of the regulatory environments in states that regulate the electric and gas utilities that we rate.

(See the table at the end of this article.) Our intention is to provide a common base for our own analysis of
regulatory risk and to better communicate to investors, issuers, and regulators how various elements of regulation

can affect credit quality. The exercise is also expected to enhance our ability to evaluate management by highlighting
instances where our opinion of a company's regulatory risk diverges significantly from the fundamental quality of
the regulatory jurisdictions where it operates. I

The assessments of relevant jurisdictions are based on quantitative and qualitative factors. Importantly, we make
our assessments from a credit perspective. We plan to update them annually or when significant events occur that

have an important impact on the regulatory climate lL 1 particular jurisdiction. The new regulatory assessment

information augments the methodology applied to regulated utilities today.

Our introduction of these regulatory assessments coincides with what we view as the increasing influence of

regulatory matters on the rated utilities' risk profiles and greater credit marker awareness of the importance of

understanding the regulatory process. Our goal in explaining our views on regulatory practices and policies and

their effect on Standard 86 Poor's analysis of the credit quality of utilities is to provide additional transparency to the
market. ,

Background
Stare utility regulation is almost as old as credit ratings. Standard ac Poor's predecessor, Standard Statistics Bureau,

was formed in 1906, and the first state utility commissions, as we know them today, appeared in 1907. Regulation

has always been a factor in Standard 86 Poor's analysis of utility ratings, but its importance to our analysis has

shifted with industry trends over time.

Before the 19705, regulators presided for the most part over stable or decreasing rates as economic growth, rising

consumption, and economies of scale drove costs down. The advent of inflation, rising and volatile fuel costs, and

nuclear power missteps led to higher rates and, in our view, greater regulatory influence on credit quality during the

1980s. Restructuring in the natural gas and then the electric industries marked the 19905 and the first years of the

new millennium, and the importance of regulatory issues in our analysis again started to subside. In our view, we are

Standard ac Poor's RatingsDirect I November 7, 2008
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Assessing U.S. Utility Regulatory Environments

now in another era of increasing and unstable costs and somesemblance of a return to traditional utility regulation.

Consequently, thequality of regulation is at the forefrontof our analysis of utility creditworthiness.

We have historically focused on regulatory risk on a company-specific basis. Nothing in what follows will change

that approach.Utility commissions regulate diverse industries and adopt different approaches ro different types of

businesses. Treatment of utilities within the same industry can vary significantly in the same jurisdiction. The quality

of the regulation experienced by a company is often the product of the company's management and business

strategy as much as its regulators. The regulatory climate assessments only serve as a baseline of our opinion on the

fundamental attitude of a jurisdiction toward the credit quality of the utilities in that state, and they are the starting

point for Standard ac Poor's analysis of the regulatory risk of each rated utility. Our goal is to achieve greater

consistency and continuity in utility ratings.

Assessing Regulatory jurisdictions .

We assess jurisdictions on one basic attribute--the fundamental approach to controlling utility rates--and then in

three major categories. The resulting assessments are based primarily on various measures of regulatory risk that are
discussed briefly below. With respect ro qualitative factors,we look for long-term, historical characteristics of the

jurisdiction, as well as transient regulatory and political developments.

The foundation of our opinion of the regulation in a jurisdiction is the degree to which competitive market forces

are allowed to influence rates. In order of credit-friendliness, a state will rely either on full cost-based regulation for

all components of the utility bill,market-basedmechanisms for generation, and (more rarely) retail markets, or a

hybrid of the two to control the amount charged and the terms on which that service is offered. It may surprise some
to learn that we consider a hybrid setup, which in most cases exists because the transition to some sort of

competition has stalled, to harbor more risk for bondholders than a system that is committed to letting market
prices set a major part of the customer's bill.

The risk inherent in the market-based model is straightforward: the price for electricity can be more volatile when

based on a market than when Ir is based on embedded costs, and regulators are Apr ro resist full and timely recovery
when changes in generation costs are abrupt and substantial (and perhaps misunderstood). The risks in a hybrid or

transitional model are less apparent, but, in our opinion, potentially more significant. First, we consider the

uncertainty of the timing of reaching the end state--and what that end state will look like--to be a negative factor

from a credit perspective. Second, in some cases, the hybrid model may result in a "lower-of-cost-or-market"

approach that allows generation rates to reflect one or the other at different times depending on which one suits

ratepayers best. A utility and its bondholders may then face a prolonged period of potential exposure to market risk

(the downside) with little or no opportunity to participate in the benefits of competition (the upside of greater

returns).

After identifying the fundamental regulatory paradigm, our analysis turns to factors that influence the utility's

business risk climate in the jurisdiction. The factors fall into three broad categories: ratemaking, political

environment, and financial stability. Broadly speaking, the ratemaking and financial stability factors influence our

assessments more than the paradigm and political factors.

www.standardandpoors.com/ratingsdirect
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Assessing U.S. Uti l i ty  Regulatory Environments

Ratemaking Practices And Procedures
The main, and often the most contentious, task of a regulator is to set the rates a util ity may charge its customers.

We analyze specific rate decisions as part of the surveillance of each utility. Our regulatory assessments focus on the

jurisdiction's overall approach to setting rates and the process it uses to conduct and manage base rate fil ings.

Practices pertaining to separate tariff clauses for large expense items are examined in the third category of the

analysis (see below). In this pan of the assessment, we concentrate on whether established base rates fairly reflect the
cost structure of a ut i l i ty and allow management an opportunity to earn a compensatory return that provides

bondholders with a f inancial cushion that promotes credit  quali ty.

Notably, the analysis does not revolve around "authorized" returns, but rather on actual earned returns. We note

the man exam leg of  ut i l i t ies  wi th heal th authorized returns that  we bel ieve,  have nO meaning fol  ex  cat ion ofy P y 1 g pa

actually earning that return because of rate case. lag, expense disallowances, etc. Although, in general, the absolute

level of financial returns is less lm Conant to our anal sis than how that return is earned, we reno mize that all elseP y g 9
being equal, higher earned returns translate into better credit metrics and a more comfortable equity cushion for

bondholders.  A re Plato a roach that al lows ut i l i t ies the o or t un i to consistent earn a reasonable return is ag Ty PP . PP v
posit ive factor in our view of credit  quality.

The rates of return and capital structures used to generate the revenue requirement in rate proceedings may nor be
the primary focus of the assessment, but those and other decisions made in the ratemaking process are still noted.

We consider those decisions to be potential signals from regulators on their att itude toward credit quality. We
believe that the capital structure in part icular is a handy and direct indication from the regulator as to whether or

not creditworthiness is an important consideration in its deliberations when sett ing rates. Obviously, any

pronouncements from a regulator that explic it ly address credit  rat ings or ratemaking practices that incorporate

credit-minded adjustments (e.g., the use of double-leveraged capital structures or off-balance-sheet debt-like

obligations) are considered in the Standard BC Poor's assessment.

We analyze the issue of "regulatory lag" in a comprehensive manner and not fust as a matter of the eff iciency of the

regulator in completing rate cases. As part of this analysis, we evaluate the timeliness of rate decisions, coupled with

an evaluation of the test year. In addit ion, we take into account the t iming of interim rates, and other practices that

affect the appropriateness of rates periodically established by the regulator. We do not view the issue of regulatory

lag as an intermittent concern, consequential only during t imes of acute inf lat ion or rising capital spending, but as a

consistent part of our credit analysis. Accordingly, in our regulatory assessments we focus on whether the regulator

efficiently prosecutes rate requests and bases its decisions with respect to rate setting on the most current

informat ion.

In our view, the prevalence of rate case settlements is not necessarily an important credit consideration. Although

the common assumption among marker participants seems to be that a settlement must be in the best interest of a

utility, we believe this assumption disregards the possibility that management will sometimes make decisions based

on its effect on earnings at the expense of cash flow considerations. This does not mean we dismiss the ability of

stipulations to reach a fair resolution of diff icult matters that help regulators issue t imely and constructive rate

decisions. It just means that frequent settlements do not, in our view, directly lead to a conclusion that the

regulatory environment in a state enhances credit quality.

An important policy-related issue outside of individual rare cases chat falls under this part of the assessment is the

Standard 86 Poor fsRatingsDirect | November 7, 2008
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The ability of a regulator to deliver sound, fair, and timely rare decisions and ser prudent regulatory policies that

assist utility managers in managing business and financial risk can be affected by the overall atmosphere that it

operates in. The tone can be set by the governor or legislature, the history and tradition of independence accorded to

the regulatory body, and the behavior of important constituent groups that intervene in utility proceedings.

A primary factor in this part of our assessment is the method of selecting utility commissioners, In some

jurisdictions, the governors appoint regulatory commissioners. In others, the same voters who pay utility bills

directly elect commissioners. The regulatory risk associated with that model can sometimes be managed, but there is

an inherent level of risk in elected regulatory bodies that we reflect in the assessment. Standard 86 Poor's also

analyzes the track record of the involvement of the executive branch or the legislature in utility matters, and the

relative visibility of utility issues in the political arena.

The role of politics in utility regulation is often misunderstood. In most jurisdictions, legislatures created regulatory

commissions and invested them with the power to set and enforce utility rates and service standards. Regardless of

how a regulatory commission is statutorily organized, its function is to set and regulate rates and service standards
with due regard not only for the interests of those who advance the capital needed to provide safe and reliable utility

service but for other constituents as well. In this regard, bondholders should recognize that the setting of utility rates
invariably reflects political as well as economic factors. Therefore, the potential for political considerations to affect
utility regulation can be a key determinant when we assess a regulatory jurisdiction.

Political Insulation

One more factor that we examine in this part of the analysis is whether a jurisdiction employs nontraditional

ratemaking practices. Examples of what we may view to be potentially credit-enhancing regulatory mechanisms

include weather normalization and incentive ratemaking. We believe that the beneficial effect on credit quality of a

tariff clause that smooths out cash flows that can vary with outside influences like weather is self evident. The
benefits of incentives incorporated into the regulatory regime may be less clear. Well-designed incentives can be at

least credit neutral. A moderate amount of incentives can be credit supportive. We generally view incentive
provisions (whether tied to cost control, reliability, or operational performance) as being beneficial for credit quality

if they are linked to fair and objective benchmarks. Incentives that lack some or all of those features, such as a plain,
long-term rate freeze, can be, in our opinion, detrimental to credit quality,

regulatory oversight of large capital projects with long lead times that carry out-sized risks ro a utility and its

bondholders. In our opinion, practices such as legislative or regulatory recognition of the need for pre-approval of

such endeavors, periodic reviews that substantively involve the regulator in the progress of the project, and rolling

prudence determinations during construction can reduce the general level of risk associated with a utility committing

substantial capital well in advance of the rate proceeding that results in the project being placed into rare base.

Before committing to such projects, a resource-procurement process that uses objective guidelines to evaluate

competing proposals to meet load obligations and keeps the regulator informed and involved in the decisions can, in

our view, help to reduce the risk of subsequent disallowances. If the jurisdiction has an Integrated Resource Plan or

similar mechanism that includes the participation of many parties and is used to definitively establish the need for

new generation, we consider credit risk to be further diminished.

Assessing U.S. Utility Regulatory Environments
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jurisdictional Assessments
The table below shows Standard 86 Poor's assessments of regulatory jurisdictions. The category titles are designed ro

communicate one other important point regarding utility regulation and its effect on ratings. All categories are

denoted as "credit-supportive". To one degree or another, all U.S. utility regulation sustains credit quality when

compared with the rest of corporate ratings at Standard 86 Poor's. The presence of regulators, no matter where in

Standard 86 Poor's RatingsDirect | November 7, 2008
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Especially during upswings in the capitalexpenditure cycle, such as we are experiencing now, a jurisdiction's

willingness to Support large capital projects with cash during the construction phase is an important aspect of our

analysis. This is especially true for ventures with big budgets and long lead times, such as caseload coal-fired or

nuclear power plants and high~voltage transmission lines that are susceptible to construction delays. Allowance of a

cash return on construction work-in~progress or similar ratemaking methods historically were considered
extraordinary measures for use in unusual circumstances, but in today's environment of rising construction costs

and possible inflationary pressures, cash flow support could be crucial in maintaining credit quality through the

spending program.

Regulators can employ other ratemaking techniques that promote stable cash flows. We consider a commission's

decisions on rate design in assessing its attitude on credit quality. For example, we take into account the relative size

of the typical monthly customer charge, a decoupling mechanism that severs the direct relationship between

revenues and customer usage, or other rate design features that bolster credit quality.

The commission's policies and oversight covering hedging activities may also be a factor in this part of the review if
a utility has sought regulatory approval. For utilities that attempt to manage commodity risks, we look for a

clearly-stated hedging policy and a track record of activity that conforms to that policy. The responsibility for
communicating the policy and demonstrating the prudence of the hedging activity rests with the utility, but the

initial response to a hedging program and the history of the regulator's treatment of the results of the program could
influence Qufagseggment

The most prominent factor in this part of the analysis is the application of separate tariff provisions for major

expenses such as fuel and purchased power. The timely adjustment of rates in response to changing commodity

prices and other expenses that are largely out of the control of utility management is a key component of a

credit-enhancing regulatory jurisdiction. We analyze die quality of special tariff mechanisms to determine their

effectiveness in producing the cash flow stability they are designed to achieve. The frequency of rate adjustments, the

ability to quickly react to unusual market volatility, and the control of opportunities to engage in hindsight

disallowances of costs could affect the analysis almost as much as whether the tariff provisions exist at all. The
record of disallowances plays a part in the regulatory assessment.

Cash Flow Support And Stability
The final set of factors in our assessment of regulatory environments is arguably the most important. The phrase

"cash is king" can be overused, but Ir does highlight an essential part of the credit analysis. A regulatory jurisdiction

that recognizes the significance of cash flow in its decision makingis one that will appeal ro bondholders.

Generating cash is a function of the actions of utility management, but the regulator can supply (or withhold) the

tools :her can affect the company's essential ability to actually realize the intended level of cash flow.

Assessing U.S. Utility Regulatory Environments
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the spectrum of our assessments, reduces business risk and generally supports all U.S. utility ratings.

Most credit supportive More credit supportive

Alabama

California

Florida

Georgia

Indiana

lowa

South Carolina

Wisconsin

a

Credit supportive

Arkansas

Colorado

Connecticut

Hawaii

Idaho

Kansas

Kentucky

Massachusetts

Michigan

Minnesota

Mississippi

Nevada

New Hampshire

New Jersey

North Carolina

North Dakota

Ohio

Oregon

Pennsylvania

South Dakota

Wginia

Less credit supportive Least credit supportive

Louisiana Arizona

Maine Delaware

Missouri Dist of Columbia

Montana Illinois

New York Maryland

Oklahoma New Mexico

Rhode Island

Texas

Utah

Vermont

Washington

West Virginia

Wyoming
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Cost of Preferred Stock

Exhibit
Schedule D-3
Page 1
Witness: Bourassa

End of Test Year End of Protected Year

Description
of Issue

Shares
Outstanding Amount

Dividend
Requirement

Shares
Outstanding Amount

Dividend
Requirement

NOT APPLICABLE, NO PREFERRED STOCK ISSUED OR OUTSTANDING

Line

No.
1

2
3
4

5

6
7

8

g
10

11
12

13

14
15

16
17
18
19

20

SUPPORTING SCHEDULES:
E-1

RECAP SCHEDULES!
D-1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Cost of Common Equity

Exhibit
Schedule D-4
Page 1
Witness: Bourassa

Line
No .

The Company is proposing a cost of common equity of 12,8%.
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULESz
E-1
D~4.0 to D~4.13

RECAP SCHEDULES:
D-1
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1.

Q-

INTRODUCTION AND PURPOSE OF TESTIMONY.

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

A. On behalf of the applicant, Black Mountain Sewer Corporation ("BMSC" or the

"Company").

Q- HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMONY IN THE

A.

INSTANT CASE?

Yes, my direct testimony was submitted in support of the initial application in this

docket. There were two volumes, one addressing rate base, income statement and

rate design, and the other addressing cost of capital.

Q, WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?

I will provide rebuttal testimony in response to the direct filings by Staff and

RUCO. More specifically, this first volume of my rebuttal testimony relates to rate

base, income statement and rate design for BMSC. I will also address the

testimony by the Boulders Home Owners Association ("BHOA") in the rate design

section of this volume of my rebuttal testimony. In a second, separate volume of

my testimony, I will also present an update to the Company's requested cost of

capital as well as provide responses to Staff and RUCO on the cost of capital and _

rate of return applied to the fair value rate base, and the detennination of operating

income.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

11.

Q,

SUMMARY OF BMSC'S REBUTTAL POSITION.

WHAT IS THE REVENUE INCREASE THAT THE COMPANY IS

PROPOSING IN THIS REBUTTAL TESTIMONY?
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A. The Company is proposing a total revenue requirement of $2,541,508, which

constitutes an increase in revenues of $96l,338, or 60.84% over adjusted test year

revenues.

Q- HOW DoEs THIS COMPARE WITH THE COMPANY'S DIRECT

FILING?

In the direct filing, the Company requested a total revenue requirement of

$2,493,932, which required an increase in revenues of $913,'762, or 57.83%.

Q- WHY IS THE REQUESTED REVENUE INCREASE HIGHER IN BMSC'S

REBUTTAL FILING?

A. In its rebuttal filing, BMSC has adopted a number of adjustments recommended by

Staff and/or RUCO, as well as proposed a number of adjustments of its own based

on known and measurable changes to the test year. The net result of these

adjustments is: (l) the Company's proposed operating expenses have increased by

$44,936, from $1,664,665 in the direct filing to $1,709,590, and a net decrease of

$6,596 in rate base from the direct filing of $3,723,645 to $3,317,649.
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Q- PLEASE SUMMARIZE THE REASON FOR THE DECREASE IN RATE

BASE?

The Company has proposed a number of rebuttal adjustments to rate base which

has resulted in a net decrease in rate base. Included among these proposed

adjustments are an adjushnent to increase plant-in-service ("PIS") for unrecorded

plant, an adjustment to increase advances-in-aid of construction ("AIAC")

associated with the unrecorded plant, an adjustment to increase plant-in-service for

plant transferred from an affiliate, Litchfield Park Service Company ("LPSCO"),

and an adjustment to reflect a plant retirement that was not recorded at the end of

the test year. The net increase to PIS is $288,809 and the net increase to AIAC is

$254,251. The net rate base impact of these two adjustments is $34,558.
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In addition to the above mentioned adjustments, the Company is proposing

an adjustment to accumulated depreciation for the PIS adjustments it recommends.

The Company has also corrected an error in its accumulated depreciation

computation, which correction is reflected in its proposed accumulated

depreciation adjustment. The net adjustment to accumulated depreciation is

$97,641. The net rate base impact is ($97,641).

The Company is also proposing an increase to the Company's deferred

income taxes ("DIT") of $24,344 based on its proposed adjustments to PIS and

accumulated depreciation. Finally, the Company is proposing an adjustment to

worldng capital of $32,142. The net rate base impact on these two adjustments is

$52,556. Combined, the Company rebuttal proposed adjustments reduce rate base

by $6,596 ($34,558 minus $97,641 plus $54,556).

Q- WHAT ARE THE PROPOSED REVENUE REQUIREMENTS AND RATE

INCREASES FOR THE COMPANY, STAFF, AND RUCO AT THIS STAGE

OF THE PROCEEDING?

Company-Direct

Staff

RUCO

Company Rebuttal

The proposed revenue requirements and proposed rate increases are as follows:

Revenue Requirement Revenue Inch. % Increase

$2,493,932 $ 913,762 57.83%

$2,063,310 $ 483,140 30.58%

$2,069,774 $ 489,604 30.98%

$2,541,508 $ 961,338 60.84%
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111.

Q-

RATE BASE

WOULD YOU PLEASE IDENTIFY THE PARTIES' RESPECTIVE RATE

BASE RECOMMENDATIONS?
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A. Yes, the rate bases proposed by the parties proposing rate base in the case, the

Company, Staff and RUCO, are as follows:

OCRB FVRB

Company~Direct $ 3,723,245 853,723,245

Staff $ 3,602,336 $ 3,602,336

RUCO $ 3,745,364 $ 3,745,364

Company Rebuttal S 3,716,649 $ 3,716,649

Although there are three other parties, none of them has made any proposals

regarding rate base, revenues or expenses.

Q,

A. Plant-in-service.

WOULD YOU PLEASE DISCUSS THE COMPANY'S PROPOSED

ORIGINAL COST RATE BASE, AND IDENTIFY ANY ADJUSTMENTS

YOU HAVE ACCEPTED FROM STAFF AND/OR RUCO?
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A. The Company's rebuttal rate base adjustments to OCRB are detailed on rebuttal

schedules B-2, pages 3 through 6. Rebuttal Schedule B-2, pages 1 and 2,

summarize the Company's proposed adjustments and the rebuttal OCRB .

Rebuttal B-2 adjustment 1, as summarized on Rebuttal Schedule B-2, page

2, consists of three adjustments labeled as "A", "B", "C" and "D" on Rebuttal

Schedule B-2, page 3.

Adjustment A reflects an increase to PIS for unrecorded plant totaling

$254,251. This plant is for the New Trade Lift Station project. Both Staff and

RUCO have made similar adjustments, although both Staff and RUCO increased

PIS by $276,985.1

1 See Moore Dt. at 8, Brown Dt. at 8-9.
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Q. WHY ARE STAFF AND RUCO'S PIS ADJUSTMENTS FOR THE NEW

TRADE LIFT STATION HIGHER THAN THE COMPANY'S

A.

ADJUSTMENT?

The Company had previously provided cost estimates to Staff and RUCO in a data

request. However, since that time, the Company has received and tabulated

invoices totaling $254,251. As this is now a known and measurable cost, it is

likely Staff and RUCO will revise their adjustments, thus eliminating this as an

issue in dispute.

Q- PLEASE CONTINUE.

Adjustment B, of rebuttal B-2 adjustment 1, reflects a decrease to PIS of $13,208

for a plant retirement. The retirement is for the Old Trade Center Lift Station.

Both Staff and RUCO propose the same adjustment to PIS.2

Adjustment C, of rebuttal B-2 adjustment 1, reflects an increase to PIS of

$9,141 for capitalized expenses. This adjustment reflects an adoption of Staff's

proposed PIS adjustment for $9,141.3 RUCO has not proposed an adjustment to

PIS for capitalized expenses.

Adjustment D, of rebuttal B-2 adjustment 1, reflects an increase to PIS of

$38,625 for an odor control unit transferred from LPSCO. RUCO proposes this

adjustment.4 However, Staff does not propose this adjustment.

Q- IS THIS THE ODOR CONTROL UNIT IN SERVICE?

Yes, and it has been since June 27, 2008.
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2 Moore Dt. at 8, Brown Dr. at 8-9.

3 Brown Dr. at 10.

4 Moore Dt. at 9.
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Q-

B. Accumulated Depreciation.

PLEASE EXPLAIN YOUR ADJUSTMENTS TO ACCUMULATED

DEPRECIATION.

1
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2 4
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2 6

Rebuttal B-2 adjustment 2, as summarized on Rebuttal Schedule B-2, page 2,

consists of three adjustments labeled as "A", "B", "C" and "D" on Rebuttal

Schedule B-2, page 4.

Adjustment A reflects an increase to accumulated depreciation for

unrecorded plant totaling 84,233.

Adjustment B, of rebuttal B-2 adjustment 2, reflects a decrease to

accumulated depreciation of $13,208 for a plant retirement. The retirement is for

the Old Trade Center Lift Station as discussed previously. The same amount has

been removed from both PIS and accumulated depreciation, making this retirement

a rate base neutral adjustment.

Adjustment C, of rebuttal B-2 adjustment 2, reflects an increase to

accumulated depreciation of $280 for capitalized expenses. This adjustment

reflects an adoption of Staflf"s proposed PIS adjustment for $9,141 for capitalized

expenses as discussed previously.

Adjustment D, of rebuttal B-2 adjustment 2, reflects an increase to

accumulated depreciation of $l0,l835 for prior year accumulated depreciation

(from 2002 to December 2007) for an odor control unit transferred from LPSCO as

discussed previously.

Adjustment E, of rebuttal B-2 adjustment 2, reflects an increase to

accumulated depreciation of $97,64l, primarily for the correction of an error in the

5 There is additional depreciation totaling $965 for the odor control unit for the January through
June 2008 period which i s  included in rebutta l  B-2  adjustment E. The tota l  accumulated
depreciation through the end of June 2008 is $11,148.
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Q-

A.

l

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q.

Company's direct re-computation of accumulated depreciation from the end of the

last test year to the end cf the test year in the instant case. In direct, the prior

authorized depreciation rates were assumed to have changed in December 2005.

However, the date of the last decision (Decision No. 69164) was December 5,

2006. The prior depreciation rates should have been used until the date of the last

decision. For purposes of my re-computation, I assume that plant was depreciated

at the prior authorized depreciation rates for eleven months during 2006 and

depreciated one month during 2006 at the depreciation rates approved in Decision

No. 69164. Neither Staff nor RUCO discovered this error and have not proposed

an adjustment for this error at this stage of the proceeding.

WHEN DID YOU DISCOVER THIS ERROR?

During the preparation of my rebuttal testimony.

C. Advances-in-aid of Construction ("AIAC").

PLEASE DISCUSS THE COMPANY'S ADJUSTMENT TO ADVANCES-IN-

AID OF CONSTRUCTION?

The Company proposes an increase to AIAC of $254,251 to reflect the funding of

the New Trade Center Lift Station. This adjustment corresponds to the proposed

PIS adjustment of $254,251 for the New Trade Center Lift Station as I discussed

previously. Both Staff and RUCO propose an increase to AIAC of $278,985,

which corresponds to their respective proposed PIS adjustment for the New Trade

Center Lift Station. As I discussed above, the difference in our numbers reflects

use of estimates before and actual costs now.
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Q.

D. Deferred Income Taxes ("DITs").

HAS THE COMPANY PROPOSED A REBUTTAL ADJUSTMENT TO

DEFERRED INCOME TAXES?

Yes. In rebuttal B-2 adjustment 3, as shown on Schedule B-2, page 2, the

Company's deferred income tax asset is increased by $24,344. The increase

reflects the Company's rebuttal proposed changes to PIS, accumulated

depreciation, and AIAC. The details of the Company's rebuttal proposed DIT

adjustment is shown on Schedule B-2, page 6.

Q~ HAVE STAFF OR RUCO PROPOSED CHANGES TO THE COMPANY'S

DEFERRED INCOME TAXES?

No. Neither Staff nor RUCO propose changes to DIT based on their proposed

adjustments to PIS, accumulated depreciation, and AIAC. And, neither Staff nor

RUCO have explained why. It is necessary to reflect changes to DIT based on

changes to PIS, accumulated depreciation, AIAC (and CIAC) in order to properly

match rate base and revenues and expenses.

Q-

E. Working Capital.

HOW DOES THE COMPANY REBUT STAFF'S RECOMMENDED

WORKING CAPITAL?

The Company rebuts Staffs recommendation by recommending a working capital

allowance based on an adequate lead-lag study that I had to prepare to rebut Staff' s

recommendation of a negative working capital allowance.

Q. WHY DIDN'T YOU DO A LEAD-LAG STUDY IN THE DIRECT FILING?
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A. Lead-lag studies are costly to prepare and often subject to dispute. I had hoped by

showing the results of a formula method analysis and seeking no working capital

allowance that any dispute on this issue could be avoided. That didn't happen, and

as a result, in response to Staffs proposed rate base reduction of $127,713, the

FENNEMORE CRAIG
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Company asked me to prepare a lead-lag study for the determination of a cash

working capital allowance component of working capital. Based on my lead-lag

study for cash working capital and including materials and supplies and

prepayments in my computation of a working capital allowance, the Company is

proposing a working capital allowance of $32,142. The details of the working

capital allowance computation are shown on Schedule B-5, page 1. The details of

the cash working capital (lead-lag study) are shown on Schedule B-5, page 2.

Q- DID STAFF PREPARE A LEAD-LAG STUDY FOR BMSC?

No. Staff estimated leads and lags for BMSC using generalized estimates similar

to the approach adopted by the Commission in the last rate case.6 However, even if

one accepts the cash working capital computation of a negative $127,713, Staff

failed to include materials and supplies inventory and prepayments in its worldng

capital allowance.7 As a result of Staffs failure to include these other components

of the working capital allowance, Staffs proposed working capital allowance is

overstated by $17,326 and should be ($110,387), not ($127,713). Staff's

computation as shown on Staff Schedule CSB-9 is really just the determination of a

cash worldng capital component, and now that Staff has taken a position that

necessitated BMSC preparing a lead-lag study, it should be utilized to determine

working capital.

But,

Q~ DID RUC() PROPOSE WORKING CAPITAL?
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No. RUCO proposes a zero working capital allowance consistent with the

Company's initial position.

6 See Decision No. 69164 at 6-7, Brown Dr. at 11.

7 Per  R14-2-103,  Appendix A, the working capital allowance (Schedule B-5) includes cash
working capital, materials and supplies and prepayinents.
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Q-

F. Miscellaneous.

DO THE PARTIES AGREE ON THE BALANCE OF CONTRIBUTIONS-

IN-AID OF CONSTRUCTION AND ACCUMULATED AMORTIZATION

IN RATE BASE?

Yes. Neither Staff nor RUCO propose an adjustment to contributions-in-aid of

construction ("CIAC") or accumulated amortization of CIAC.

Q- DO THE PARTIES AGREE ON THE BALANCE OF DEFERRED

REGULATORY ASSETS IN RATE BASE?

Yes. Again, the Company's proposed deferred regulatory asset consists of the

amortized balance of the additional Scottsdale wastewater treatment capacity the

Company purchased in 2006.8

INCOME STATEMENT

WOULD YOU PLEASE DISCUSS THE COMPANY'S PROPOSED

REBUTTAL ADJUSTMENTS TO REVENUES AND EXPENSES AND

IDENTIFY ANY ADJUSTMENTS YOU HAVE ACCEPTED FROM STAFF

AND/OR RUCO?

The Company's proposed rebuttal adjustments are detailed on Rebuttal Schedule

C-2, pages 1-20. The rebuttal income statement with adjustments is summarized

on Rebuttal Schedule C-1, page 1-2.

Rebuttal adjustment l increases depreciation expense. Depreciation expense

is higher due to the impacts of the Company proposed rebuttal adjustments to

plant-in-service.

Rebuttal adjustment number 2 increases property tax expense and reflects

the rebuttal proposed revenues. All the parties are in agreement on the method of

1
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9 A.

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

FENNEMORE CRAIG
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8 See Bourassa Dt. at 7-8.
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computing property taxes, but each computes the property taxes based on their

proposed revenues. I did that, and then used the property tax rate and assessment

ratio that was used in the direct filing.

Q- ARE THERE DIFFERENCES IN THE PROPOSED TAX ASSESSMENT

RATIO USED IN THE COMPUTATION OF PROPERTY TAXES?

A. Yes. While the Company and RUCO propose an assessment ratio of 21 percent,

Staff proposes an assessment ratio of 23 percent.9 All other things being equal, a

higher assessment ratio results in higher property taxes .

Q. HAS STAFF EXPLAINED WHY IT USES THE HIGHER ASSESSMENT

RATIO?

A. No, but Staff is using the 2008 assessment ratio, while the Company proposed a 21

percent rate - the assessment ratio for 2010. Since this is the time new rates will be

in effect, and it is known and measurable, I maintain this is the appropriate

assessment ratio to use in this case.l0

Q- PLEASE CONTINUE WITH YOUR DISCUSSION OF THE INCOME

A.

STATEMENT?

Rebuttal adjustment number 3 removes capitalized expenses from Contractual

Services and Contractual Services - Other. The adjustment reflects the Company's

acceptance of Staffs proposed adjustment for capitalized expenses.u

not propose an adjustment for capitalized expenses.

Rebuttal adjustment number 4 increases purchased wastewater treatment

expense based on the most current City of Scottsdale treatment rate of $2.61 per

1,000 gallons (excluding environmental fees and sales tax). RUCO proposes a

RUCO does
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FENNEMORE CRAIG

9 See RUCO Schedule RLM-9 and Staff Schedule CSB-23.

10 Bourassa Dt. at 10.

11 Brown Dr. at 19.
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downward adjustment to purchased wastewater treatment expense.12 However,

RUCO's downward adjustment is based on an incorrect rate of $2.53 per 1,000

gallons (excluding environmental fees and sales taxes). Staff appears to have

accepted the Company's purchased wastewater treatment expense adjustment from

its direct filing using a rate of $2.59 per 1,000 gallons (excluding environmental

fees and sales taxes).

Q, IS THE RATE OF $2.61 PER 1,000 GALLONS A KNOWN AND

MEASURABLE CHANGE?

Yes. Mr. Sorensen discusses the most current rate from the City of Scottsdale in

his rebuttal testimony.l3

Q, PLEASE CONTINUE.

A. Rebuttal adjustment 5 annualized purchased wastewater treatment expense based

on the current rate from the City of Scottsdale, as discussed previously. The

annualization of purchased wastewater expense is intended to match the

Company's revenue annualization adjustment that was proposed in the Company

direct filing.

Q. DID RUCO PROPOSE AN ANNUALIZATION ADJUSTMENT USING ITS

PROPOSED RATE OF $2.53 PER 1,000 GALLONS?

Yes, so other than the number, we should be in agreement. Then, hopefully, Staff

and RUCO will recognize that Scottsdale has made a change, and the change is

both known and measurable and beyond BMSC's control, and they will adjust their

schedules accordingly, eliminating an issue from dispute.
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12 Moore Dt. at 12.

13 Sorensen Rb. at 11-12.
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Q-

A.

PLEASE CONTINUE.

Rebuttal adjustment 6 increases chemicals expense for a known and measurable

change to the cost of chemicals. This adjustment is similar to the adjustment

RUCO proposes, except the Company computes an amount of $3,191 while RUCO

computes an amount of $3,185. Staff does not propose an adjustment to chemicals

expense.

Rebuttal adjustment 7 annualized chemicals expense for a known and

measurable change to the cost of chemicals. The annualization of chemicals

expense is intended to match the Company's revenue annualization adjustment that

was proposed in the Company direct ming." RUCO does not propose an

annualization adjustment for chemicals expense as it did with purchased

wastewater treatment.

Rebuttal adjustment 8 increases testing expense reflecting known and

measurable changes to this expense. As explained by Mr. Sorensen in his rebuttal

testimony, the City of Scottsdale is requiring additional testing in order to comply

with its requirements to accept wastewater for treatment.15 The Company proposed

level of testing expense reflects the Staff proposed level plus the incremental costs

of complying with the City of Scottsdale requirements.

Rebuttal adjustment 9 increases rent expense to reflect a full 12 months of

rental costs for its operation office in Carefree. The Company adjustment matches

RUCO's proposed adjustment of $18,432." Staff proposes a similar adjustment

totaling $17,034.17 However, Staff"s adjustment is flawed in that it eliminates the
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14 Bourassa Dt. at 14.

15 Sorensen Rb. at 14.

16 Moore Dt. at 14.

17 Brown Dt. at 21.
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Staff's proposed level of rental expense is

Q-

A.

rental costs of storage space.

understated by $1,328.

Rebuttal adjustment 10 reflects the adoption of Staffs normalization of

Contractual Services (legal and engineering) and Contractual Services ._ Other,

contained in Staff's operating income adjustment number 4 on Staff Schedule

CSB-15. However, the Company has identified an error in Staffs computation and

my proposed normalization reflects the correction.

PLEASE EXPLAIN. V

First, Staff normalizes Contractual Services - Other by dividing clean up costs of

$39,870 by 3 for an annual cost of $13,290.18 The Company does not disagree

with this approach for normalizing these costs under the circumstances, nor does it

disagree with the amount computed.19

Q- DOES RUCO NORMALIZE THE CLEAN UP COSTS?

A.

Q-

No. RUCO recommends removal of all the clean up costs. But it is unrealistic to

assume that the Company will not incur similar costs in the future. Wastewater

utilities work diligently to avoid events that require clean up costs, and BMSC is

no exception. However, all wastewater systems have spill or overflow events from

time to time that require clean up. Therefore, the costs are a normal and recurring

expense for wastewater utilities and it is appropriate to include some level of

expense forsewer spills in the cost of service.

PLEASE CONTINUE.

Second, for Contractual Services (legal and engineering), Staff computes an

historical 3 year average and then reduces the test year expense down to the
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18 See Staff Schedule CSB-15, lines 1-16.

19 Sorensen Rb. at 12.
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Q-

historical average expense.20 However, when computing the downward adjustment

to bring the test year expense down to the 3 year average expense level, Staff fails

to first remove capitalized expenses that Staff proposes in another Staff adjustment

and overstates its adjustment by $1,500 as a result.

PLEASE EXPLAIN.

Staff computes a three year historical average of $6,001 on lines 23 through 28

using the actual expense for the years ended June 30, 2006 of $5,503 and June 30,

2007 of $4,639, as well as an adjusted test year expense for the year ended June 30,

2008 of $7,862 ($9,362 actual test  year expense less $1,500 of Staff proposed

capitalized expenses). Yet, when computing the downward adjustment on lines 30

through 32, Staff uses the actual test year level of expense of $9,362. Staff should

have used the adjusted expense level of $7,862 on line 31 instead of $9,362. By

using the adjusted test  year expense of $7,362, Staff would have computed an

adjustment of $1,861 rather than $3,361 as shown. The $1,500 difference is the

$1,500 Staff already proposes to remove through its capitalized expense adjustment

as discussed previously.

Q. DO YOU AGREE WITH AVERAGING AS A MEANS OF NORMALIZING
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AN EXPENSE?

No. In general,  I  believe t his no rmalizat ion approach should be avo ided.

Surrounding facts and circumstances may justify their use, but substantial evidence

must  just ify a deviat ion from the test  year. Here, in the interest  of eliminat ing

issues between the parties, the Company has agreed to accept Staff"s adjustment to

Contractual Services, with a correction as noted previously above.

20 See Staff Schedule CSB-15, lines 20 through 32.
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Q- PLEASE CONTINUE.

Rebuttal adjustment 11 reflects Staff"s proposed adjustment to decrease bad debt

expense by $4,067 for write-offs related to prior year revenue (2006 and 2007), and

BMSC's proposal to increase bad debt expense by $6,479 for additional write-offs

related to test year revenues that occurredafter the end of the test year.

Staff determined that "since this expense was not within the test year, Staff

Obviously, the expense was recorded in the test year and included

in test year expense. Arguably, it is related to prior year revenues. This shouldn't

matter, but if we are to follow Staff"s logic that only bad debt expense relating to

test year revenues should be reflected in bad debt expense for the test year, then it

is appropriate to reflect the known and measurable write-offs in bad debt expense

that arerelated toiestyear revenueswhich occurredafter the cud. of the test year..

The Company's adjustment increases bad debt expense by $2,412 ($6,479 minus

$4,067).

Rebuttal adjustment 12 removes costs for meals, beverages, and charitable

contributions and reflects adjustments for meals of $526, beverages of $907, and

charitable contributions of $52 contained in Staff's adjustment number 9.22 The

Company does not agree to the removal of bonuses of $13,460 also contained in

Staffs adjustment. Bonuses and incentives are a useful tool in promoting

efficiencies in operations and in motivating employees. The ratepayer ultimately

benefits from efficient operations, reduced cost of service, and better customer

service. As long as the bonuses and incentive payments are reasonable, designed

to help achieve operational efficiencies and cost reductions, improve customer

service, and the total compensation (including bonuses) to the employee is within

tCII1Qved it" 21

1

2

3

4

5

6

7

8

9

1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

21

22

23

24

25

26

21 Brown Dt. at 20.

22 See Staff Schedule csB-20. See also Brown Dr. at 23.
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the range of comparable compensation for positions with similar required

experience, skill, educational requirements, and responsibility levels, the cost

should be allowed.

Q- DOES RUCO PROPOSE REMOVAL OF MEALS, BEVERAGES, AND

CHARITABLE CONTRIBUTIONS?

Yes. Contained within RUCO operating income adjustment number 5 on RUCO

Schedule RLM-12 are adjustments for beverages of $908 and charitable

contributions of $52.

Q- DOES RUCO PROPOSE THE REMOVAL OF BONUSES?

No.

1
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11 Q~ PLEASE CONTINUE.

........ A.

Q- DOES STAFF RECOGNIZE THIS ADDITIONAL COST?

A.

Q-

R&uN&M shmenM3increasesContract11aLSea3zieesby$420Q.forco9s1dMed

to work performed by Aerotek Environmental for BMSC that were incorrectly

booked to LPSCO expense. RUCO makes a similar adjustment in its operating

income adjustment number 5.23

No. Mr. Sorensen discusses this issue in more detail in his rebuttal testimony.24

Rebuttal adjustment 14 reflects the agreement with both Staff and RUCO to

remove a negative expense of $1,780 from test year expenses.25

PLEASE CONTINUE.

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

23 See RUCO Schedule KLM_12. See also Moore Dr. at 13.
24 Sorensen Rb. at 15-16.

25See Staff Operating Income Adjustment 11 on Schedule CSB-22 and RUCO Operating Income
Adjustment 7 on Schedule RLM-7.
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Q. EXPLAIN THE
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Q-

Rebuttal adjustment 15 reflects an increase to the allocated affiliate central

office cost by $1,490 to $33,778. The Colnpany's adjustment is detailed on

Rebuttal Schedule C~2, page 16.

PLEASE AFFILIATE CENTRAL OFFICE COST

ALLOCATION AND THE COMPANY'S REBUTTAL ADJUSTMENT?

The rebuttal allocated affiliate central office cost is based on adjusted actual test

year central office cost pool of $3,936,352 US dollars or "USD" which includes

Staff"s proposed reduction for disallowed costs of $182,693 USD ($191,828 shown

on Staff Schedule CSB-12 divided by Canadian dollar to US dollar conversion

factor). The central office cost pool is then allocated between the two operating

groups of companies within the parent company (Algonquin Power Income Fund

_QL _APl.11L-  t he Pow; Qezuination ,lnfrastnicmre Grou;._anc_1 _Me..-_ h -,

Infrastructure Group. Based on the number of companies within each group

relative to the total number of companies, the Utilities Infrastructure Group is

allocated 26.98 percent or $1,062,190 USD of the central office cost pool. The

Utilities Infrastructure Group cost pool is then allocated to each individual utility

with the group based on the number of customers relative to the total number of

customers for the group. For BMSC, the rate is 3.18 percent. The total central

office costs included in BMSC's cost of service is $33,778 USD. This is

approximately 0.086 percent (less than one tenth of one percent) of the adjusted

total central office cost pool of $3,936,352.

STAFF STATES THAT THE CENTRAL OFFICE COST POOL WAS $3.95

MILLION, BUT YOU ARE USING A FIGURE OF $4.25 MILLION IN

YOUR CENTRAL OFFICE COST ALLOCATION SHOWN ON C-2, PAGE

16. PLEASE EXPLAIN.

FENNEMORE CRAIG
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A. The $3.95 million (Canadian dollars or CAD) was a budgeted cost for 2008 which

Ms. Brown refers to on page 15 of her testimony. The Company provided the

2008budget information in the Company Response to Staff data request MEM 4. 1 .

During the course of this case, the Company provided to Staff invoices and other

supporting documentation (Response to Staff Data Request JMM 9.1) totaling

$4.235 million CAD - the actual incurred central office costs during the test year.

It is the $4.235 million CAD that the Company is using as the starting basis for its

rebuttal adjustment for allocated central office costs as shown on Rebuttal

Schedule C-2, page 16.

Q- PLEASE COMMENT ON STAFF'S ADJUSTMENT FOR ALLOCATED

CENTRAL OFFICE COSTS?

Staff is recommending an Qxpense level of $1,452 based on an adjusted central

office allocation pool of $113,224 and an allocation factor of 1.28 percent based on

the number of companies in the APIFF6 Staffs allocation method and analysis of

the benefits to BMSC is flawed. Staff eliminates 97 percent of the central office

cost allocation pool before allocating the remaining 3 percent to BMSC. However,

APIF incurs the central office cost for the benefit of its subsidiary businesses.

APIF provides management, audit, tax and legal resources for all of its subsidiary

businesses that would otherwise be incurred if they were a stand-alone business. In

other words, but for the subsidiary business, APIF would not have central office

costs, nor would it need to provide these benefits to its subsidiaries, including

BMSC, at a cost that reflects the economies of scale associated with this sort of

shared service model.
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26 26 See Staff Schedule csB-12.
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For example, under the allocation method proposed by the Company,

BMSC is allocated about $1,925 USD ($2,022 CAD divided by 1.05) for tax

services (Federal and state income tax return preparation tax returns and tax

advisory services). This is far below the comparable tax services fees which would

be incurred by BMSC if it were to engage such services on a stand-alone basis. By

way of comparison, for a company the size of BMSC, the tax services costs would

be in the range of $5,000 to $10,000 annually. Under the APIF model, a savings of

$3,000 to $8,000 annually is achieved forBMSC.

WHAT DOES STAFF'S RECOMMENDATICN PROVIDE FOR IN TERMS

OF COST FOR TAX SERVICES?

A.

Q-

A.

Q.

A.

$339.27 This woefully understates the cost of such services. I couldn't go to H&R

Block and have my personal tax returns prepared for that amount.

ARE THERE OTHER EXAMPLES YOU CAN PROVIDE?

Yes. BMSC is allocated $7,688 USD ($8,072 CAD divided by 1.05) for audit

services under the Company's allocation method. By way of comparison, an

independent audit for a similarly sized company such as BMSC would be in the

range of $20,000 to $30,000. Under the APIF model, a savings of $12,000 to

$22,000 annually is achieved for BMSC.

WHAT ARE THE BENEFITS OF AN AUDIT?

The benefits of an audit are numerous. Audits can improve a company's efficiency

and profitability by helping the management to better understand their own

working and financial systems. Audits insure the financial integrity of a company,

and help to identify and investigate possible frauds or irregularities. Audits help

an enterprise to develop effective and strong financial internal controls. Audits
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26 27 See Staff Schedule CSB-12, line 15, column K.
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help recognize business strength and opportunities for improvement of efficiency

and effectiveness in operations. Audits help to pinpoint deviations from

management's standards and expectations, and verify compliance with laws and

regulations. Auditors can gain a unique, broad perspective which they apply to

deliver effective analyses and relevant information to the company. Management

can then use this information to evaluate the company and implement measures

necessary to meet their objectives. Ultimately, management, shareholders,

suppliers and financers, and ratepayers are assured that the risks in the organization

are well-studied, and effective systems are in place to handle them. Further, audits

demonstrate to regulators that a company (in this instance, BMSC) has followed

appropriate methods to record its affairs on its books, thus reducing the effort

required by Staff and Interveners to ensure that records are accurate.

Q~ UNDER STAFF'S ALLOCATION, WHAT AMOUNT IS PROVIDED FOR

AUDIT SERVICES?

$650.28 This is less dlan four percent of the low end of the range of the cost of an

audit engagement to BMSC and is unrealistic.

Q, WOULD THE COMPANY HAVE AN AUDIT PERFORMED IF IT WERE

STAND ALONE?

If BMSC were able to afford audits I am sure it would. Clearly, audits provide a

number of benefits to an organization. On the other hand, most small utilities do

not have audits performed because they cannot afford the cost. In the instant case,

BMSC is able to benefit by an audit because of the significant cost savings

achieved by the APIF business model.
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26 28 See staff Schedule csB-12, line 14, column K.
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Q, WHAT ARE OTHER EXAMPLES OF COSTS FOR SERVICES THAT ARE

ALLOCATED TO BMSC THROUGH THE COMPANY PROPOSED

ALLOCATION?

The Company is allocated a cost for Other Professional Services, Management

Fees, Unit Holder Communications, and Trustee Fees. Professional Services

primarily relate to maintenance on the APIF Enterprise Reporting System ("ERP"),

payroll system, 401k services, and Health and Benefit services. BMSC benefits

because it utilizes the ERP system for proper record keeping, and the payroll

system to pay the operators and others who do work on BMSC's behalf. Under

BMSC's proposed allocation method BMSC is allocated a cost of only $1,525 for

these services." Under Staff's proposal - $0 is allocated for ERR30

I can go on. Management Fees include the costs for management services

such as strategic advice and consultation concerning business planning, support,

guidance, and policy making and general services. These expenses are critical to

ensure die on-going health and sustainability of APIF, and thus, each of its

subsidiaries, including BMSC. Under the Company's proposed allocation method,

BMSC is allocated a cost of only $5,404 for these sewices.31 Compare this to

Staffs allocated cost of $0.32

Unit Holder Communication costs are incurred because APIF is a publicly

traded entity on the Toronto Stock Exchange. APIF is obligated under securities

law to report regularly on APIF'S financial condition to its unit holders.

Communication costs are associated with the issuance of the quarterly and annual
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z9 See Rebuttal Schedule C-2, page 16, line 10.

30 See Staff Schedule CSB-12, line 17.

31 See Rebuttal Schedule C~2, page 16, line ll.

32 See Staff Schedule csB-12, line 18.
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reporting, as well as the annual information form, the management discussion and

analysis, and press releases. As a publicly traded entity these costs are essential in

order for APIF to have access to the capital markets. BMSC benefits from this

because it ensures that capital is available for its ongoing capital needs. Under the

Company's proposed allocation method, BMSC is allocated a cost of only

$1,686.33 Staff's allocated cost is $0.34

Finally, Trustee Fees are incurred for the Board of Trustees who represent

the Unit Holders. Ultimately, die Unit Holders are the investors in BMSC. The

Board approves the strategic direction of APIF, approves financial statements,

provides corporate governance, comprises part of the audit committee, and

oversees the strategic direction and health of the APIF on behalf of all of its Unit

Holders. Ratepayers ultimately benefit from good corporate governance. Under

the Company's proposed allocation method, BMSC is allocated a cost of only

$1,931.35 Staffs allocated cost is $0.36

Q- PLEASE CONTINUE WITH YOUR DISCUSSION OF THE OPERATING

INCOME ADJUSTMENTS.

Rebuttal adjustment 16 reduces Contractual Services - Other by $6,284 and

reflects a revision to the Company proposed direct filing adjustment 11 for known

and measurable changes to allocated direct operations costs, accounting/billing

costs and overhead costs. The Company originally proposed an adjustment for the

increase in this expense in direct.37
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33 See Rebuttal Schedule c-2, page 16, line 12.

34 See Staff Schedule csB-12, line 19.

35 See Rebuttal Schedule c-2, page 16, line 13.

36 See Staff Schedule CSB-12, line 20.

37 Bourassa Dr. at 14.
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Q. PLEASE COMMENT ON STAFF'S DISALLOWANCE OF THE

INCREASES IN THE ALLOCATED DIRECT OPERATIONS,

ACCOUNTING/BILLING AND OVERHEAD COSTS.

Staff rejects the Company's adjustment to the known and measurable increases to

affiliate allocated accounting/billing and overhead expenses asserting that the

This does not tell us much about Staff's reasoning,

but the information provided to Staff clearly shows that the direct operations costs,

accounting and billing costs, and overhead costs proposed by the Company reflect

known and measurable changes to the test year level of expenses related to payroll.

The payroll expense changes include additional labor costs from annualization of

salaries and wages to a full 12 months, additional labor costs from annualization of

pay increases that occurred during the test year, and the cost of additional

employees hired after the end of the test year for vacant positions during the test

year. The annualization of salaries and wages is necessary because the test year

included less than a full 12 months of wages for several employees. The pay

increases are necessary because they reflect payroll costs of employees on a going

forward basis. The additional employee costs include the wages for a Manager of

Safety and Regulatory Matters, a Customer Service Representative, a Budget

Analyst, and a Business and Strategic Planning Analyst. Arguably, these

additional positions are necessary for the provision of safe and reliable service to

rate payers.

increases were "not justi8ed".38

Q. DID RUCO AGREE TO THE COMPANY'S DIRECT ADJUSTMENT FOR

KNOWN AND MEASURABLE INCREASES TO ALLOCATED

OPERATIONS, ACCOUNTING/BILLING, AND OVERHEAD COSTS.
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26 38 Brown Dr. at 18.
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A.

Q-

A.

Yes, RUCO adopted the Company's proposed direct adjustment. RUCO has not

had a chance to review the Company's rebuttal adjustment, but will have an

opportunity to do so in its surrebuttal testimony.

PLEASE CONTINUE.

Rebuttal adjustment 17 increases rate case expense by $50,000, or $16,667

annually. The proposed increase to rate case expense reflects the additional costs

that have already been incurred negotiating the settlement agreement with the

BHOA and the costs that have been and will be incurred in taldng the steps

necessary to support BMSC's request for relief. These costs were not considered

in the initial estimate of rate case expense and, for now, $50,000 is a reasonable

additional cost. This amount, like the total rate case expense, will be further

revisited before rejoinder and the hearings in this docket. Of course, we hope that

the various opportunities to minimize disputes set forth throughout BMSC's

rebuttal filing are adopted, as these measures would go a long way to reducing the

costs of the hearing and briefing.

Q~ THANK you. PLEASE CONTINUE WITH YCUR DISCUSSION OF THE

INCOME STATEMENT.

A. Rebuttal adjustment 18 reflects the synchronization of interest expense with the

Company's proposed rate base.

Rebuttal adjustment 19 reflects income taxes at Company's proposed rates .

Q- DID STAFF AND RUCO COMPUTE INCOME TAXES ACCORDING TO

THE METHOD APPROVED IN THE LAST CASE?
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A. No. Neither Staff nor RUCO excluded the Scottsdale Lease operating expense

from the determination of taxable income. In the lastcase, the Company proposed

a gross-up for income taxes on the Scottsdale capacity operating lease expense and
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proposed to include it in operating expenses." Staff's proposed alternative was to

exclude the Scottsdale capacity operating lease expense from operating expenses in

the determination of taxable income, thereby providing higher income tax expense.

The Commission adopted this method.4° As a result of the failure to follow the

method approved in the last case, Staff and RUCO have understated income tax

expense.

Q- PLEASE COMMENT ON STAFF'S ADJUSTMENT TO REDUCE

TRANSPORTATION EXPENSE.

A. The Company disagrees with Staff's adjustment to remove $5,375 of transportation

expense related to a truck lease." Staff believes the truck is shared between an

affiliate, Gold Canyon Sewer Company, and BMSC. However, this truck is used

exclusively by BMSC and Staffs adjustment is inappropriate.42 This is discussed

in more depth in Mr. Sorensen's Rebuttal Testimony.

Q- PLEASE COMMENT ON STAFF'S RECOMMENDATION TO DISALLOW

BMSC'S PROPOSED PURCHASED WASTEWATER TREATMENT

ADJUSTMENT MECHANISM.

A. Staff has recommended that the Commission not approve BMSC's request for a

Purchased Wastewater Adjustment Mechanism ("PWWAM").44 The purpose of

the adjusters like the PWWAM is to allow the Company's rates to reflect changes

in certain operating expenses that fluctuate unpredictably outside of the Company's

control, thereby more accurately reflecting the current cost of service and allowing
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39 Decision No. 69164 at 9.

40 Id. at 9.

41 Brown Dt. at 22.

42 Sorensen Rb. at 14-15.

43 Sorensen Rb. at 14-15.

44 Brown Dt. at 26.
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the Company a more realistic opportunity to achieve its authorized rate of return.

These mechanisms are well-established ratemaking tools that work to keep the

utility's revenue stable without the need for numerous costly and time-consuming

rate case proceedings.

Staff does not believe that the $20,000 which BMSC estimated as an annual

increase is significant enough to warrant an adjuster.45 But consider that purchased

wastewater treatment expense is one of the largest operating expenses of the

Company (about 20 percent of operating expenses), and an increase of $20,000

annually represents over 5 percent of the Company net earnings. Further, assuming

the Company files a rate case every three years, the unrecovered expense amounts

to an estimated $60,000 or more. Given the significance of this expense and the

fact that the City of Scottsdale has historically increased the wastewater treatment

rate annually, the Company will immediately suffer earnings attrition when new

rates are put into effect in the instant case unless the PWWAM is approved.

v.

Q-

RATE DESIGN

WHAT ARE THE PROPOSED RATES?

$72.45

$029048
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The proposed rates are:

Residential Charge:

Commercial -- Std. Rate (Per gallon)46:

Commercial ... Special Rate (Per gallon)47:

B-H Enterprises (75 lb Elbow Bend West) N/A

45 Brown Dr. at 26.
46 Per prior Commission order, commercial wastewater flows are based on the average daily
Hows set forth in Engineering Bulletin No. 12, Table l, published by the Arizona Department of
Environmental Quality (June 1989).

47 Per prior Commission order, wastewater flows arebased on Engineering Bulletin No. 12, Table
l. A one-bedroom dwelling is assumed to generate 200 gallons per day, each additional bedroom
is assumed to generate an additional 100 gallons per day.
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B-H Enterprises (7518 Elbow Bend East) N/A

Barb's Pet Grooming N/A

Boulders Resort $029048

Carefree Dental N/A

Ridgecrest Realty N/A

Desert Forest $029048

Desert Hills Pharmacy N/A

El Pedegral $029048

Lemon Tree N/A

Body Shop N/A

Spanish Village $029048

Boulders Club $029048

Anthony Vuitaggio N/A

In addit ion, the proposed charge for reclaimed (non-potable) water is $150 per

acre-foot.

Q- PLEASE COMMENT ON THE PROPOSED RATE DESIGNS OF STAFF

AND RUCO.
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Staff and RUC() recommend the same rate designs for residential and commercial

cust o mers  -  a  fla t  r a t e  fo r  r esident ia l cust o mers  and a  per  gallo n ra t e  fo r

commercial customers. In addit ion, all part ies apply their respective increases

evenly across all classes of custo1ners.48 Both BMSC and RUCO propose to

charge the existing special rate commercial customers the same rate as standard

commercial customers, while Staff continues to propose different  rates for the

special rate commercial customers. Staffs direct  filing does not  explain why it

maintains separate rates for special rate customers. The Company continues to

48Moore Dt. at 17, Brown Dt. at 28.
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believe that a special rate is no longer justified for the reasons articulated in the

direct filing."

WHAT ABOUT EFFLUENT RATES?

Both BMSC and RUCO propose an effluent rate of $150.00 per acre foot or

$0.46051 per 1,000 gallons. Staff proposes an effluent rate of $159.84 per acre

foot or $0.490538 per 1,000 gallons. Staff increases the effluent rate by over 30

percent, which is in conflict with the effluent delivery agreement with the

Boulder's Resort, which limits any increase to no more than 25 percent in a given

year.5° The Company's believes Staff's increase to the effluent rate would

jeopardize the Company's ability to dispose of effluent causing it to choose more

costly alternatives as long as it continues to produce effluent.

Q- PLEASE COMMENT ON THE COMPANY'S PROPOSED HOOK-UP FEE

AND THE POSITIONS TAKEN BY STAFF AND/OR RUCO AT THIS

STAGE OF THE PROCEEDING?

BMSC continues to propose its HUF tariff, and Mr. Sorensen states in his rebuttal

that the Company understands that Staff now supports this tariff as proposed."

Q- HAVE YOU ALSO REVIEWED DR. DOELLE'S TESTIMONY AND

REQUEST FOR A "MORE RATICNALE RATE DESIGN"?

Yes, and I really hope not to have to engage in a "battle of experts" with Dr. Doelle

given that Mr. Sorensen has addressed in his rebuttal testimony the Company's

response to Dr. Doelle.52
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49 Bourassa Dt. at 17.

50 Bourassa Dt. at 8.

51 Sorensen Dr. at 13.

52 Sorensen Rb. at 4-6.
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Q- MR. PETERSON, ON BEHALF OF THE BHOA, TESTIFIES THAT THE

COMPANY WILL ADDRESS THE RATEMAKING RELATED TO THE

SETTLEMENT AGREEMENT. CAN YOU DO THAT PLEASE?

I think what Mr. Peterson refers to is the proposed ratemaking mechanism for

BMSC to recover a return on and of its investment. I would envision a surcharge,

not unlike the arsenic recovery mechanisms the Commission has approved, but the

name is not so important. The point is that a surcharge can be designed to

accomplish the "rate relief" goals of the settlement agreement.

Q~ WHAT ARE THOSE GOALS, MR. BOURASSA?

The specific language of the agreement as it relates to necessary rate relief is set

forth in Mr. Sorensen's rebuttal testimony, along with the Company's general

response to the BHOA's filing." Again, it is not all that difficult to calculate a

surcharge that would allow the Company to begin recovering a return on and of its

investment in the plant closure at the time the project is complete, the cost is

known and measurable. After a reasonable period for verification by Staff, such a

surcharge would essentially be added to the existing rates, and then, in the next rate

case, it would be rolled into the revenue requirement.

Q- ARE YOU PROPOSING A SPECIFIC SURCHARGE OR SURCHARGE

MECHANISM AT THIS TIME?

No, nor do I think we need to. For one thing, once Staff and RUCO's rate analysts

have a chance to respond to the BHOA's filing, more light might be shed on the

best sort of mechanism to utilize, and I can address this issue further in rejoinder

and at the hearings if appropriate.
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Q. BUT DOESN'T THE COMMISSION NEED TO KNOW THE RATE

IMPACT IN ORDER TO APPROVE THE RELIEF BHOA WANTS?

No, no more so than it did when approving the ACRMs or other similar relief that

has been afforded electric utilities in extraordinary circumstances. We can't know

the rate impact precisely until we know the final costs to close the plant as

contemplated in the parties' agreement. But, with the current estimated cost of at

least $1.5 million, I can estimate a rate increase of approximately $15 per customer

per month through a surcharge mechanism. This includes the original cost of $1.5

million multiplied by the weighted cost of capital of 12.4 percent grossed up for

income taxes using a factor of 1.6286 plus depreciation expense of $75,000 on the

added plant divided by the test-year end of2,100divided by 12.

Q- WHAT ABOUT CHANGES IN OPERATING EXPENSES?

With the exception of the increases in the monthly cost for wastewater treatment by

Scottsdale, which increase is covered by the Company's proposed PWWAM,

changes in operating expenses are unlikely to be known and measurable at the time

a surcharge goes into effect, and therefore they would not be appropriate for

recovery in this manner.

Q- DOES THAT CONCLUDE YOUR TESTIMONY?
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Rebuttal Schedule A-1
Page 1
V\litness: Bourassa

Line
NQ .

Fair Value Rate Base $ 3,716,649

Adjusted Operating Income (129,420)

Current Rate of Return -3.48%

Required Operating Income $ 460,864

Required Rate of RetUrn on Fair Value Rate Base 12.40%

Operating Income Deficiency $ 590,285

Gross Revenue Conversion Factor 1 .6286

Increase in Gross Revenue Revenue Requirement $ 961,338

Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase

$
$
$

1,580,170
961 ,338

2,541,508
60.84%

Customer
Classification

Present
Rates

Proposed
Rates

Dakar
Increase

Percent
Increase

Residential
Commercial (StandardRate)
Commercial (Special Rate)
Effluent Sales

$ 1 ,077,880
378,678

98,964
15,917

$ 1,711 ,052
601,150
199,445

19,578

$ 633,172
222,472
100,481

3,661

58.74%
58.75%

10153%
23.00%

Annualization 2,145 3,405 1.260 58.74%
0.00%

61.07%Subtotal $ 1,573,584 $ 2,534,629 $ 961,045

Other Wastewater Revenues
Reconciling Amount H-1 to C-1

6.915
(329)

6,915
(36) 293

0.00%
-89.06%

Total of Water Revenues $ 1,580,499 $ 2,541,544 $ 961,338 60.82%

1
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46
47
48

SUPPORTING SCHEDULES:
Rebuttal B-1
Rebuttal C-1
Rebuttal C-3
Rebuttal H-1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Summary of Rate Base

Exhibit
Rebuttal Schedule B-1
Page 1
V\htness: Bourassa

Original Cost
Rate base

Fair Value
Rate Base

Gross Utility Plant in Sewioe
Less: Acalmulated Depreciation

$ 11,646,544
5,722,666

$ 11546,544
5,722,666

Net Utility Plant in Service $ 5,923,878 $ 5,923,878

Less:
Advances in Aid Of

Construction
Contributions in Aid of

Construction
Accumulated Amortization of CIAC

1,711,260 1,711,260

5,232,139
(4,214,384)

5,232, 139
(4,214,384)

Customer Meter Deposits
Deferred Income Taxes & Credits

94,290
(194,898)

94,290
(194,898)

Plus:
Ur\amortized Finance

Charges
Deferred Regulatory Assets
Allowance for Working Capital

389,035
32,142

389,035
32,142

Total Rate Base $ 3,716,649 $ 3,716,649

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
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17
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19
20
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23
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26
27
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29
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31
32
33
34
35

SUPPORTING SCHEDULES:
Rebuttal B-2

RECAP SCHEDULES:
A-1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Original Cost Rate Base Proforma Adjustments

Exhibit
Rebuttal Schedule B-2
Page 1
Witness: Bourassa

Actual
at

End of
Test Year>i..

Proforma
Adjustments

Amount

Adjusted
at end

of
Test Year

Gross Utility
Plant in Service $ 11,357,735 288,809 $ 11,646,544

Less :
Accumulated
Depreciation 5,625,025 97,641 5,722,666

Net Utility Plant
in Service 5,732;710 $ 5,923,878

Less:
AdvanceS in Aid of
Construction $ 1,457,009 254,251 $ 1,711,260

Contributions in Aid of
Construction (CIAC) 5,232,139 5,232,139

AccumulatedAmortization of CIAC (4,214,384) (4,214,384)

Customer Meter Deposits
Deferred Income Taxes

94,290
(170,554) (24,344)

94,290
(194,898)

389,035 389,035
32,142

Plus:
Unamortized Finance
Charges

Deferred Regulaildry Assets
Allowance for Working Capital 32,142

Total $ 3,723,245 $ 3,716,649

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
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19
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22
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26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44

SUPPORTING SCHEDULES:
Rebuttal B-2, pages 1-6

s

RECAP SCHEDULES:
Rebuttal B-1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Original Cost Rate Base Proforma Adjustments
Adjustment Number 3

Exhibit
Rebuttal Schedule B-2
Page 5
Witness: Bourassa

Advances in aid of construction

Test Year
Adjusted
Balance Adjustment

Rebuttal
Test Year
Adjusted
Balance

$ 1 ,457,009 254,251 1 $ 1,711,260

1 Line Extension Agreement for New Trade Lift Station

Line
No.
1
2
3
4
5
6
7
8

.g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

SUPPORTING SCHEDULE
See Testimony
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008
Computation of Working Capital

Exhibit
Schedule B-5
Page 1
Witness: Bourassa

Cash Working Capital - Lead-Lag Study
Prepayments
Materials 8= Supplies

$ 14,816
17,326

Total Working Capital Allowance $ 32,142

Working Capita! Requested $ 32,142

Line
M
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17

SUPPORTING SCHEDULES:
Rebuttal B-5, page 2

RECAP SCHEDULESz
Rebuttal B-1
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Black Mountain Sewer Corporation
Lead/Lag Study

Cash Working Capital

Exhibit
Rebuttaf Schedule B-5
Page 2
Witness: BourassaLine

N.

A B C D E

Description

(A)

Proforma
TY

Expense

(B)

Revenue
Lag

Days'

(C)

Expense
Lag

Dave

(D)

Net
Lag

Davs

(E)

Lead/Lag
Factor

(Col. E/365)

(F)

F
Cash

Working
Capital

Required

(Col. B x Col. F)

(G)

Salaries and Wage s
Net Pay
Income Taxes Withheld
Payroll taxes Withheld

NA
NA
NA

NA
NA
NA

NA
NA
NA

NA
NA
NA

Pensions and Benefits NA NA NA NA

Purchased Power: 54.690 11.40 39.79 (28.39) -0.07778 (4,254)

Purchased Wastewater Treatment' 338,381 11,40 38.01 (25.61) -0.07290 (24,668)

Rents- Building' 38,262 11.40 (15.00) 26.40 0.07233 2,767

Scottsdale Capacity Leases 164,522 11.40 (15.00) 26.40 0.07233 11,900

Contractual Services - Allocated Expenses 514,028 11.40 15.00 (3.60) -0.00986 (5,068)

76,667 11.40 (35000) 371 .40 1.01753 78,011
. . 7

Regulatory Commlsslon Expense

sInsurance 18,704 11.40 (27000) 281.40 0.77095 14,420

Other Operating Expenses" 201 ,953 11.40 45.00 (33.50) -0.09205 (18,590)

Taxes
Employer's Payroll Taxes
Property Taxes1°

Income Taxes"

32,700

348,134

NA

11.40

11.40

NA

182.00

37.00

NA

(170.60)

(25.60)

NA

-0.46740

-0.07014

(15,284)

(24,418)

1
2
3
4
5
6

7
8
g
10
11
12
13
14
15
16

17
18

19
20

21
22

23
24

25
26

27
28

29
30
31
32
33
34

35

36
37
38

39

40
41

42

43

44

45

46

47

48
49
50

51
52

Total Cash Working Capital s 14,816

1 Revenue lag days equals -15 day service lag plus 4.65 day billing lag plus 21.75 day average customer payment lag.

2 Power be expense lag days equals 15 days to mid-point of service period plus 24.79 days from billing date to the paid date.

3 Wastewater treatment expense lag days equals 15 days to mid-point of service period plus 23.01 days from billing date to the due date.

4 Rents - building payment due 1st of month of serivce period. Expense lag days equals -15 days to mid point of service period.
5 Scottsdale lease (debt) payment due let of month following service period. Expense lag days equals 15 days to mid point of service period.

6 Contractual Services allocation lag days equals 15 days to mid-point of service period.

1 Rate case expense lag days is paid before new rates are put into effect. Weighted average ex sense lag days is -360 days

a Insurance is paid once annually. Expense lag days equals weighted average expense lag days is -270 days .

9 Other operating expenses (excludes depreciation, amortization, purchased power, ww treatment, Scottsdale capacity lease, property taxes ,
rent - buliding, insurance, allocated contractual services, and income taxes. Lag days equals 15 days to mid-point of service period plus average
30 days to due date of bi ll.

Io Property tax expense lag days equals the weighted average lag days for payment of property taxes due on Oct 1 of current year
and May 1 of following year.



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Income Statement

Exhibit

Schedule C-1

Page 1

VVhtness: Bourassa

Line
No.

Test Year
Book

Results Adjustment

Test Year
Adjusted
Results

Proposed
Rate

Increase

Adjusted
with Rate
Increase

Revenues
Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues

$ $ $ 961,338 $$ 1,557,337
15,917
6,916

$ 1,580,170 $ $

1,557,337
15,917
6,916

1,580,170 $ 961,338 $

2,518,675
15,917

5,916
2,541,508

Operating Expenses
$ - s

3,126
$

3,324

37,354
12,094

(39,015)

18,432

16,657

Salaries and Wages
Purchased Wastewater Treatment
Sludge Removal Expense
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Contractual Services
Contractual Services- Testing
Contractual Services - Other
Equipment Rental
Rents - Building
Transportation Expenses
Insurance - General Liability
Insurance - Other
Regulatory Commission Expense
Miscellaneous Expense
Bad Debt Expense
Scottsdale Capacity (Operating Lease)
Amort. of Additional Scottsdale Cap.
Depreciation and Amortization
Taxes Other Than Income
Property Taxes
Income Tax

2,412

338,381
706

54,690
928

40,813
11,224
48,716
29,049

514,028
1,863

38,262
34,445
18,704

990
76,667
20,845
14,374

164,522
48,629

243,986

338,381
705

54,690
928

40,813
11,224
46,716
29,049

514,028
1,863

38,262
34,445
18,704

990
76,667
20,845
14,374

164,522
48,629

243,986

335,255
706

54,690
928

37,489
11 ,224
9,362

16,955
553,043

1,863
19,830
34,445
16,704

990
60,000
20,845
11,962

164,522
48,629

224,818
(1,780)
321414
7,760

19,158
1,780

285
(30,692)

32,700
(22,932) 371,066

32,700
348,134

$ 1,664,655
$ (84,485)

$
$

44,936 $
(44,936) $

1 ,709,590
(129,420)

$
$

371 ,066
590,272

$
$

2,080,656
460,852

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense

(67,693) (3,887) (71,580) (71 ,580)

Total Other Income (Expense)
Net Profit (Loss)

$
$

(67,693)
(152,178)

s
$

(3,887) s
(48,823) $

(71,580) s
(201,001) $ 590,272

$
$

(71,580)
389,271

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46

SUPPORTING scHEDuLEs;
Rebuttal C-1, page 2

RECAP SCHEDULES:
Rebuttal A-1
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4

Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 2

Exhibit
Rebuttal Schedule C-2
Page 3
Witness; Bourassa

Adiust Prooertv Taxes to Reflect Proposed Revenues: As Adjusted
With Rate lncr.

$ 1,580,170
1,580,170
2,541 ,508
1,900.616
3,801,232

$
$

Adjusted Revenues in year ended 06/30/2008
Adjusted Revenues in year ended 06/30/2008
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue, times 2
Add:
Construction Work in Progess at 10%
Deduct:
Book Value of Transportation Equipment

$ 14,202

59,592

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

$ 3,755,842
21%

788,727
4_1459%

Computed Property Tax
Tax on Parcels

32,700
0

$ 32,700
32,414

285

Total Property Tax at Proposed Rates
Property Taxes (Adjusted Direct and Adjusted Rebuttal)
Change in property taxes $

Line
M
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33

Adjustment to Revenues and/or Expenses $ 285
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 3

Exhibit
Rebuttal Schedule C-2
Page 4
Witness: Bourassa

Expensed Plant

Contractual Services - Legal and Engineering $

Label
(1,500) pa

Contractual Services - Other $ (7,641) Cb

Adjustment to Revenues and/or Expenses $ (9,141)

Line

1
2
3
4
5
6
7
8
9
10
11
12

13
14
15
18
17
18
19
20

SUPPORTING SCHEDULES
Staff Adj. #3 Schedule CSB-14
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 5

Exhibit
Rebuttal Schedule C-2
Page 6
Witness: Bourassa

Annualize Purchased Wastewater Treatment

$ 327,447
103,757
3.1559

Adjusted Year Purchased Wastewater Treatment (Scottsdale)
Gallons Treated By Scottsdale (in 1000's)
Cost per 1,000 gallons $

Additional Wasterwater gallons (in 1,000's) from revenue annualization
Percent diverted tO Scottsdale
Additonal gallons treated by Scottsdale (in 1,000's)

451
70.94%

320

Annualization of Purchased WW Treatment per Rebuttal $ 1,010

WW Treatment Annualization per Direct $ 394

Increase (decrease) in annualization $ 616

Adjustment to Revenue and/or Expense $ 616

Line
N_4
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

SUPPORTING SCHEDULE
Rebuttal C-2, page 5
Direct C-2, page 8

J
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Black Mountain Sewer Corporation
Test Year Ended December 31, 2001

Adjustment to Revenues and/or Expenses
Adjustment Number 5

Exhibit
Rebuttal Schedule C-2
Page 7
Vwtness: Bourassa

Chemicals Expense

$ 8,169

$
6,997
1.65

Thoigard used from July to November 2007
Sodium Hydroxide (ardor control chemical)
Gallons used during test year (approx. 7 months)
Cost per Gallons
Cost of Sodium Hydroxide
Delivery costs (14 deliveries at $45 per)
Sales tax at 8.5%
Total Cost

$

$

11,545
530

1,035
21,378

$
11,995

2.05

Sodium Hydroxide (ardor control chemical)
Projected gallons (test year gallons annualized to 12 months)
Cost per Gallons
Total Cost
Delivery costs (24 deliveries at $32 per)
Sales tax at 8.5%
Total Cost

$

$

24,590
768

2,155
27,513

Increase (decrease) in Chemicals Expense per Rebuttal $ 6,135

$ 2,943Increase (decrease) in Chemicals Expense per Direct

Rebuttal Increase (decrease) in Chemicals Expenses $ 3,191

Adjustment to Revenue and/or Expense $ 3,191

Line
m ;
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39

SUPPORTING SCHEDULE
RUCO Adj. #8 SCHEDULE RLM-13



Black Mountain Sewer Corporation
Test Year Ended December 31, 2001

Adjustment to Revenues and/or Expenses
Adjustment Number 7

Exhibit
Rebuttal Schedule C-2
Page 8
Witness: Bourassa

Annualize Chemicals Expense

$ 49,584
42,510

1.17

Test Year Chemicals plus Adjustment #6
Gallons Treated By BMSC (in 1000's)
Cost per 1,000 gallons $

Additonal Wasterwater gallons (in 1,000's) from revenue annualization 451

Additonal cost based On revenue annualization per Rebuttal $ 526

Additonal cost based on revenue annualization per Direct $ 394

Rebuttal Increase (decrease) in Chemicals Expense $ 13a

Line
NO

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23

Adjustrr\ent to Revenue and/or Expense $ 133
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 8

Exhibit
Rebuttal Sohedulé C-2
Page 9
V\htness: Bourassa

Testing ExDense

Revised Test Year Test Year $ 15,689

Incremental Costs Required By City of Scottsdale $ 13,360

$ 29,049Total Proposed testing cost per Rebuttal

Testing Costs per Direct $ 16,955

$ 12,094Increase (decrease) in Testing Costs

Adjustment to Revenue and/or Expense $ 12,094

Line

1
2
3
4
5
6
7
8
g

10
11
12
13
14

15
16
17
18
19
20

SUPPORTING SCHEDULES
Rebuttal C-2, page 9.1



1

Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment Number 8

Exhibit
Rebut1a!Schedule C-2
Page 9.1

Line
No.

Testing Costs

Test Year Costs Co. Recommended Costs

Test name or number Tests/yr Pn'ce/test Yearly Tria l

city
of Scottsdale
liicrernerital

Tests TeslsNr Pricellesi YeadvTotal

Staff
Recommended

Cost

350
580
320

67
LG

67
40

40
16
0
LG

1 ,toa

60

40
16

224
16

5,475

16
16

12a

40

624
2B

CB

16

s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s

64
16
15
60

16

60
16

2
2
2
44.

20
4
4
4
4
20
52
20
4
4
4
20
4
20.
ass
10
20
20
4
12.
12
52
2
52
28
20
4
1
4
20
4

24
4
20
4
1
4
4
4

2
z
3
3
1
3
1
2
2
2
2

59
2
1
1
z
2
4
4

259
10
4
2
2
12
12
24
2

24
35
4
4
1
1
2
1

24
1
1
1
1
2
1
1

s
s
s
s
s
s
s
s
$
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
$
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s

175
290
160

15
17
15
17
10
10
10
10
36
14
15
17
10
10
as
44
15
68
32
10
10
64
52
20
12
32
88
15
i s
16
15
14
17
12
15
14
17
24
14
15
17

s
s
s
s
s
s
s
s
x
$
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s

350
580
480

44
17
44
17
20
19
20
19

2,124
29
15
17
20
19

224
176

3.885
680
128

19
20

768
624
480

24
768

3_6a0
64
64
16
15
29
17

288
15
14
17
24
2 9
15
17

s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
$

.$
$
s
s
s
s
s
s
s
s
$
s
s
s
s
s
s
s
s
s
s
s
$
s
s

60

4s
13

s
$

12
13

$
s

552
169

16
84
16
2
2
2
i s
16
28
28
BE
15
56

16
84
is
2
2
2

16
16
28
28
84
16
84
24
0

s
s
s
s
s
s
$
s
s
s
s
s
s
s
s
s
s
$
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
$
s
s
s
s
s
s
s
s

175
290
1 s t
15
17
15
17
w
10
10
10
36
14
15
17
10
10
Se
44
15
s o
32
10
10
.64
52
20
12
32
88
16
16
i s
15
14
17
12
15
14
17
24
14
15
17
9

38
g

320
312
160

9
14
32
32
12

9
12
13

4s0

s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s

350
580
320
58
67

290
G7
40
38
4 0

192
1,872

288
60
so
40

192
224
880

3.825
S80
640
192

40
768
624

1,040
24

1.084
2.454

320
64
16
50

288
67

288
60

288
67
24
58
60
67

144
3.192

144
840
624
320
144
224
896
896

1,008
144

1.008
312

s
s
s

515- chemical water test
525- chemical water test
624- chemical water test
Antimony, GFAA
Antimony, Total
Arsenic, GFAA
Arsenic, Total
Barium, total
Barium, total
Beryllium, total
Beryllium, total
BOD
Cadmium GFAA
Cadmium GFAA
Cadmium Total
Chromium, Total
Chromium, Total
Cyanide,
Cyanide, Total
Fecal Coliforms
Fecal Colifows, SoiVSludge
Mercury
Nickel, Total
Nickel, Tolal
Nitrogen 2
Nitrogen 3
Nitrogen, N03N02
Nitrogen, Nitrite
Nitrogen, Total lqeluahi
Oil and Grease
Flnuride
ICE Digestion
ICP-MS Digestion
Lead GFAA
Lead GFAA
Lead, Total
P h
Selenium GFAA
Selenium GFAA
Selenium Total
Selenium- SubconlraCl
Thallium GFAA
Thallium GFAA
Thallium Total
Boron
COD
Copper
VOC GC/MS 624
voc GCIMS G25
VOC GC/MS 608
Molybdenum
Silver
Nitrate - N
Nitrite . N
TDS
Zinc
Total Suspended Solids
Total Suspended Solids
Enteric Virus monthly
Unknown Cost

364
5,520

Tul l 588

Company

s 16,053 582 12o1 s
staff

15,222 1

Total Recommended
Original Filing test year costs
Increase (decrease) in Test Year Testing Costs

s
_S
is

29,049
15,955
12,094 I

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
i s
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
45
47
48
49
50
51
52
53
54
55
55
57
so
59
GO
e l
52
BE
54
65
SB
67
SB
SO
70
71
72
73
74
75
76
77
78
79
80
BI

Reconciliation
Testing Costs Per Direct
Less: Costs outside test year
Adjusted Test Year Costs
Incremental CON tests required by City of Scottsdale
Rebuttal Testing Costs

s
s
s
s

Is

16,955
(1,266)
15,589
13,369
29,049 I

1 Staff Schedule contains a math error of $860.

Co a

29,049
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 9

Exhibit
Rebuttal Schedule C-2
Page 10
Witness: Bourassa

Rent Expense

Additional Test Year Rent Expense $ 18,432

Adjustment to Revenue and/or Expense $ 18,432

Line

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULE
RUCO Adj. # 6 Schedule RLM-12



9

Black MOuntain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 10

Exhibit
Rebuttal Schedule C-2
Page 11
V\htness: Bourassa

Normalization of Maintenance, Legal and Enqineeiinq

Contractual Services - Other $
Label

(26,580) 10a

Contractual Services - Legal and Engineering (1,851) 10b

Tota! $ (28,441)

Adjustment to Revenue and/or Expense $ (28,441)

Line
No.
1
2
3
4
5
6
7
8
9

10
t i
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULE
Staff Adj. # 4 Schedule CSB-15 (corrected for errors - see testimony)
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 11

Exhibit
Rebuttal Schedule C-2
Page 12
V\htness: Bourassa

Bad Debt Expense

Remove Write-offs from prior year revenues (per Staff Adj. #5) $ (4,067)

Write-offs for test year revenues occurring post test year 6,479

Total $ 2,412

Adjustment to Revenue and/or Expense $ 2,412

Line

1
2
3
4
5
6
7
8
9
10
11
12

13
14
15
15
17
18
19
20

SUPPORTING SCHEDULE
Staff Adj. # 5 SchedUle CSB-16
Testimony
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 12

Exhibit
Rebuttal Schedule C-2
Page 13
Witness: Bourassa

Remove Meals. Beverages. Charitable Contributions

Meals (per Staff Adj. # 9 Schedule CSB-20) $ (526)

Beverages (per Staff Adj. # 9 Schedule CSB~20) (907)

Charitable Contributions(per Staff Adj. # 9 Schedule CSB-20)

Total Adjustment to Contractual Services - Other $ (1,485)

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14

15
16
17
18
19
20

Adjustment to Revenue and/or Expense (1 ,485)

(52)



v o

In

Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 13

Exhibit
Rebuttal Schedule C-2
Page 14
Witness: Bourassa

Line
NO

Contractual Services

Contractual Services Costs' (per RUCO Adj. #5 Schedule RLM-12) $ 42,200

1
2
3
4
5
6
7
8
9
10
11
12 Adjustment to Revenue arid/or Expense
13
14
15
16
17
18 'BMso cost incorrectly recorded on books of LPSCO. See testimony,
19
20

$ 42,200
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Black Mountain Sewer Corporation
Test Year Ended June so, 2008

Adjustment to Revenues and Expenses
Adjustment Number 14

Exhibit
Rebuttal Schedule C-2
Page 15
Witness: Bourassa

Taxes Other Than Income

Remove negative expense $ 1 ,780

Adjustment to Revenue and/or Expense $ 1,780

Line
_FM
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20

SUPPGRTING SCHEDULES
Staff Adj. #11 Schedule CSB-22
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 16

Exhibit
Rebuttal Schedule C-2
Page 17
Witness: Bourassa

Contractual Services

Increase in direct allocated Operations costs $ 3,474

Increase in allocated Accounting/Billing costs
Allocation Factor based on Year-end Customers

$ 254,381
3.18%

$ 8,098
Increase in allocated Overhead costs
Allocation Factor based oN 4-factor allocation

717,339
4.52%

$ 32,446

Increase (decrease) in Contractual Services per Rebuttal $ 44,018

50,302Increase (decrease) in Contractual Services per Direct

Increase (decrease) in Contractual Services $ (6,284)

Line
DM

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
.18
19
20
21
22
23

Adjustment to Revenue and/or Expense $ (6,284)
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 17

Exhibit
Rebuttal Schedule C-2
Page 18
Witness: Bourassa

Rate Case Expense

Rate Case Expense Request per Direct $ 180,000

Additional Rate Case Expense 50,000

Rate Case Expense Request per Rebuttal 230,000

Amortization Period (years) 3.00

Rate Case Expense to be included in Expense $ 76,667

Rate Case Expense per Direct $ 60,000

Line

MQ
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21

Increase (decrease) in Rate Case Expense $ 16,667

Adjustment to Revenue and/or Expense $ 16,667
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 18

Exhibit
Rebuttal Schedule C-2
Page 19
VWtness: Bourassa

Interest SvnChronization

Fair Value Rate Base
Weighted Cost of Debt
Interest Expense

$3,716,649
1.93%

$ 71,580

Test Year Interest Expense $ 67,693

Increase (decrease) in Interest Expense 3,887

Adjustment to Revenue and/or Expense (3,887)

Weighted Cost of Debt Computation

Line
MQ

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

Debt

Equity

Total

$

$

s

Amount

1,010,649

3,922,058

4,932,707

Percent

20.49%

79.51%

100. 00%

Cost

9.40%

12.40%

Weighted

Cost

1.93%

9. 86%

11 .79%
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 19

Exhibit
Rebuttal Schedule C-2
Page 20
Witness: Bourassa

Income Tax Computation

Test Year
Adjusted
Results

Adjusted
with Rate
Increase

Taxable Income before Scottsdale Operating Lease
Plus: Scottsdale Operating Lease
Taxable Income

$ $

$

(223,932)
164,522
(59,410) $

737,405
164,522
901 ,927

Income Before Taxes $ 901,927

Arizona Income Before Taxes $ 901,927

62,846Less Arizona Income Tax
Rate =
Arizona Taxable Income

6.968%
$ 839,081

Arizona Income Taxes $ 62,848

Federal Income Before Taxes $ 901,927

Less Arizona Income Taxes $ 62,846

Federal Taxable Income $ 839,081

FEDERAL INCOME TAXESz
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34% BRACKET

$
$
$
$
$

Federal Income Taxes

7,500
6,250
8,500 Federal

91,650 Effective
171,388 Tax

Rate
$ 285,288 31.63%

State Income Tax Rate at Proposed Rates
Federal Effective Tax Rate at Proposed Rates
Total Federal and State Income Tax Effective Rate

6.9680%
31 .6309%
38_5989% $ 348,134

$
$
$

(59,410)
(22,932)

7,760

Line

M
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
1 g
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36

37
38
39
40
41
42
43
44
45
46
47

Taxable Income
State and Federal Income Taxes at Effective Rate
Adjusted Test Year Income Tax per Direct
Adjusted Test Year Income Tax per Rebuttal
Increase (decrease) in Income Taxes > $ (30,692)

(22,932)
371 ,066
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Computation of Gross Revenue Conversion Factor

Exhibit
Rebuttal Schedule C-3
Page 1
Witness: Bourassa

Description
Federal Income Tax Factor

Percentage
of

Incremental
Gross

Revenues
31.6309%

State Income Tax Factor 6.9680%

Other Tax Factor 0.0000%

Total Tax Percentage 38.5989%

Operating Income % = 100% Tax Percentage 61,4011%

Gross Revenue Conversion Factor1
Operating Income % 1.6286

Line
No.
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20

SUPPORTING scHEDuLEs; RECAP SCHEDULES:
Rebuttal A-1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Analysis of Revenue by Detailed Class
Special Rate Commerce al Customers Pay Standard Commerical Rate

Rebuttal Schedule H-2
Page 1
VWtness: Bourassa

Customer
Classification

Average
Number of
Customers

at
6/30/2008

1,972

124

Average
Effluent

NIA
N/A

Average Bill
Present Proposed
Rates Rates

$ 45.64 $ 72.45
103.41 164. 16

$

Proposed In
Dollar

Amount
26.81
80,75

crease
Percent
A Mount
58,742%
58.'/50%

$
1

1 4,173.74 4,350.40 104.233%

1,144.08 889.28 77.729%
1

1

1

1

1

1

2,215.55 2,370.26 106.983%

168.41 180.17 106.983%

Residential
Commercial (Standard Rate)
Commercial (Special Rate)

B-H Enterprises (West)
B=H Enterprises (East)
Barb's Per Grooming
Boulders Resort
Carefree De tal
Ridgecrest Real ty
Desert Forest
Desert Hills Pharmacy
El Pedregal
Lemon Tree
Body Shop
Spanish Village
Boulders Club
Anthony Vuitaggio 1

N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
NIA
N/A
N/A
N/A

N/A
N/A
N/A

8,524.14
N/A
N/A

2,033.36
N/A

4,585.81
N/A
N/A

0.29048
348.58

N/A

Effluent 1 3,542,780 $ 1,326.42 s 1,631.49 305.08 23.000%

Line
No.

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21

22
23
24
25

Total 2,106



SW-02361A-08-0609

Black Mountain Sewer Corporation
Present and Proposed Rates

Test Year Ended June so, 2008

Exhibit
Rebuttal Schedule H-3
Page 1
Witness: Bourassa

Customer Classification
Present
Rates

Present
Rates

Proposed
Rates

Proposed
Rates

Percent
Change

Monthly Charge for:
Residential
Commercial (Standard Rate), per gallon per day[1]

$ 45,64
0.18298

$ 72.45
0.29048

58.74%
58.75%

Effluent Sales (per 1,000 gallons)
per acre foot

$ 122.00
per acre foot

0.37440 $ 150.00 0.46051 23.00%

Rate per
Gallon

Rate per
Gallon r21

Percent
Change

$ 104.23%

$ 77.73%

$ 106.98%

Line
M L

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

Commercial (Special Rate), per gallon per day[1]
Gallons

Per Davll I
2,525
1,400

250
29,345
1,625

450
7,000

800
15,787

300
1,000
4,985
1,200

300

Customeri2]
B-H Enterprises
B-H Enterprises
Barb's Per Grooming
Boulders Resort
Carefree Dental
Ridgecrest Realty
Desert Forest
Desert Hills Pharmacy
El Pedregal
Lemon.Tree
Body Shop
Spanish Village
Boulders Club
Anthony Vuitaggio

$
$
$
$
$
$
$
$
$
$
$
$
$
$

Monthly
Billinq

354.36
196.48

35.09
4,173,74

228.05
63,87

1,144.08
136.49

2,215.55
41 .07

176.47
699.59
168.41
46.79

0.14034
0.14034
0.14034
0.14223
0.14034
0.14193
0.16344
0.17061
0.14034
0.13691
0.17B47
0.14034
0.14034
0.15597

$
$

Monthly
Billinq
N/A
NIA
N/A

8,524.14
N/A
N/A
2,033.36

N/A
4,585.81

N/A
N/A
1 ,448.04

348.58
N/A

N/A
N/A
N/A
0.29048
N/A
N/A
0.29048
N/A
0.29048
N/A
N/A
0.29048
0.29048
N/A

106.98%
106.98%

[1] Commercial wastewater flows are based on the average daily flows set forth in Engineering Bulletin 12, Table 1
published by the Arizona Department of Environmental Quality
[2] Company is proposing to set the special rate commercial customers at the same rate Ase the standard commerical rate
customers.
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SW-02361A-08-0609

Black Mountain Sewer Corporation
Present and Proposed Rates

Test Year Ended June 30, 2008

Exhibit
Rebuttal Schedule H-3
Page 2
Witness: Bourassa

$
$

Present
Rates

$ 25.00
$ 25.00

no charge
N/A
[1]
[1]

10.00
1 .50%
1 .50%
Cost
NT
NT

$

Proposed
Rates

25.00
25.00

[51
25.00

[1]
[1]

10.00
1 .50%
1 .50%
Cost
[3]

8.00

Other Service Charges
Establishment
ReEstablishment
Reconnection
After hours service
Min Deposit Requirement (Residential)
Min Deposit Requirement (Non-Residential)
NSF Check
Deferred Payment Marice charge, Per Month
Late Payment Charge, Per Month
Main Extension Tariff [2]
Purchased Wastewater Surcharge
Hook-Up Fee for New Service Connections (per Gallon per Day)[4] $

[1] Per A.C.C. R14-2~603B Residential! - two times the average bill. Non-residential - two and one-half times the average bill.

[2] Per A.c.c. R14-2-606(B)

[3] For increases in wastewater treatment costs from City of Scottsdale. See Testimony of Thomas J. Bourassa.

[4] Commercial wastewater flows are based on the average daily flows set forth in Engineering Bulletin 12, Table 1
published by the Arizona Depament of Environmental Quality. For wastewater treatment capacity constructed or

purchased. See tariff for details.

[5] Actual cost of physical disconnection and reconnection (if same customer) and there shall be no charge if there
is no physical work performed.

Line
TM
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33

IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM
ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE, SALES, USE, AND FRANCHISE
TAX. PER COMMISSION RULE (14-2-608.D 5)-

ALL ADVANCES AND/OR CONTRIBUTIONS ARE TO INCLUDE LABOR, MATERIALS, OVERHEADS,
AND ALL APPLICABLE TAXES, INCLUDING ALL GROSS~UP TAXES FOR INCOME TAXES.

COST TO INCLUDE LABOR, MATERIALS AND PARTS, OVERHEADS AND ALL APPLICABLE TAXES.
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FENNEMCRE CRAIG, P.C.
Jay L. Shapiro (No. 014650)
Stephanie Johnson (No. 026282)
3003 N. Central Ave.
Suite 2600
Phoenix, Arizona 85012
Attorneys for Black Mountain Sewer Corporation

BEFORE THE ARIZONA CCRPORATION COMMISSION
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1.

Q.

INTRODUCTION AND PURPOSE OF TESTIMONY.

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

On behalf of the applicant, Black Mountain Sewer Corporation ("BMSC" or the

"Company").

Q- ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT

AND REBUTTAL TESTIMONY ON RATE BASE, INCOME STATEMENT,

REVENUE REQUIREMENT AND RATE DESIGN IN THIS CASE?

Yes. My background and qualifications are discussed in my direct testimony on

those aspects of the case.

Q- DID YOU ALSO PREPARE DIRECT TESTIMONY ON THE COST OF

CAPITAL ON BEHALF OF BMSC IN THIS CASE?

Yes, I also provided direct testimony on the cost of capital, including the cost of

equity, in this case.

II. SUMMARY OF REBUTTAL TESTIMONY AND THE PROPOSED COST
OF CAPITAL FOR THE COMPANY.

A. Summarv of Companv's Rebuttal Recommendation.

WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?

In this portion of my rebuttal testimony I will provide updates of my cost of capital

analysis and recommended rate of return using more recent financial data. I also

will respond as appropriate to the direct testimonies of Mr. Manrique on behalf of

Staff and the direct testimony of Mr. William A. Rigsby on behalf of RUCO.
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PLEASE SUMMARIZE YOUR UPDATED COST OF CAPITAL

ANALYSIS.
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A. Since the Company's direct filing, the cost of equity has increased substantially, as

indicated by the Discounted Cash Flow ("DCF") model and the Capital Asset

Pricing Model ("CAPM"). The table below summarizes the results of my updated

analysis using those models:

DCF Constant Growth (earnings growth)

DCF Constant Growth (sustainable growth)

Two-Stage Growth Model

DCF Average Results

CAPM Historical Market Risk Premium

CAPM Current Market Risk Premium

Average CAPM Results 8.5%-17.8%

Average Overall Results 9.2%-15.7%

The schedules containing my updated cost of capital analysis are included with my

rebuttal schedules, attached to my other rebuttal testimony. Attached to this

Range

10.0% - 15.3%

9.5% _ 11.8%

9.9% - 13.8%

9.8% - 13.6%

Midpoint

12.6%

10.7%

11.9%

11.7%

8.5%

17.8%

13.2%

12.4%

testimony are four attachments, which are discussed below.

I also prepared rebuttal testimony that addresses the Company's rebuttal rate

base, its income statement (revenue and operating expenses), its required increase

in revenue, and its rate design and proposed rates and charges for service. For the

convenience of the Commission and the parties, that volume of my testimony has

been filed separately in this case.

Q, PLEASE SUMMARIZE YOUR RECOMMENDED REBUTTAL COST OF

DEBT AND EQUITY, AND YOUR RECOMMENDED REBUTTAL RATE

OF RETURN ON RATE BASE.
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A. The Company's recommended capital structure consists of 0 percent debt and 100

percent common equity as shown on Rebuttal Schedule D-1. While the Company
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Based on my updated cost of capital analysis,

I am recommending a cost of equity of 12.4 percent.

Based on my 12.4 percent recommended cost of equity, the Company's

weighted cost of capital ("WACC") is 12.4 percent, as shown on Rebuttal Schedule

D-19

has long-term debt, the debt service is being treated as an operating lease and is

therefore excluded from the capital stnlcture for purposes of computing a weighted

average cost of capital ("WACC").1

Q.

B. Comments on Updates to Direct Testimonv.

WHY IS YOUR COST OF EQUITY RECOMMENDATION LOWER IN

YOU REBUTTAL THAN IN YOUR DIRECT TESTIMONY?
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A. When I prepared my direct testimony in early December 2008, the economy was in

the midst of a severe recession and a crisis was occurring in the financial markets.

The Dow Jones average had fallen by 38 percent and the S&P 500 dropped by 40

percent in just a couple of months. During this period, there was a "flight to

quality" that led to. the traditional spread between required returns on Treasury

securities and other assets increasing as investors timed away from common

stocks and corporate bonds in favor of treasuries. During the past several months,

both the economy and the financial markets have improved. Economists now

believe the recession has ended, but also see a long sluggish recovery. As Value

Line states "the evolving business upturn may be a checkered affair, with a

succession of peaks and valleys along the way...Should [the] uneven recovery

unfold, the stock market might remain quite volatile."2

There are several key factors that could cap the strength of economic

recovery over the next few years. These include an unusually slow improvement in

l See Bourassa Dr. at 2.

2 Value Line Selection and Opinion, October 16, 2009.
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labor market conditions,3 only modest gains in consumer spending, tight credit and

a desire by households to pare debt, a slow recovery in residential investment due

to still rising home foreclosures and persistently high inventories of unsold existing

homes, a further pull-back in commercial construction, limited improvement in

capital spending resulting from excess capacity that exists in many sectors, and still

lack of capital available to small and mid-sized businesses.4

Q, SO HOW EXACTLY HAS THE COST OF EQUITY DROPPED SINCE

YOU PREPARED YOUR DIRECT TESTIMONY?

My updated analysis indicates cost of equity is 12.4 percent, which is lower than

the 13.2 percent indicated cost of equity in my direct testimony. My cost of equity

estimates based on the discounted cash flow ("DCF") and the capital asset pricing

model ("CAPM") ranged from 9.9 percent to 16.5 percent with a mid-point of 13.2

percent. Despite a 13.2 percent indicated cost of equity in my direct cost of equity

analysis, my recommendation for the cost of equity was 12.8 percent.

c.
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Q-

Summarv of the Recommendations of Staff and RUCO.

PLEASE SUMMARIZE THE COST OF DEBT AND EQUITY

RECOMMENDED BY STAFF AND RUCO, AND THEIR RESPECTIVE

RECOMMENDATIONS FOR THE RATE OF RETURN ON FAIR VALUE

RATE BASE.

Staff determined a cost of equity of 9.6 percent based on the average cost of equity

produced by it s DCF and CAPM models (10.3 percent ) and a 70 basis point

downward adjustment for BMSC's lower financial risk as compared to the publicly

traded water ut ilit ies in Staff's sample group.5 Staff did not  consider  any of

3 The unemployment rate recently jumped to 9.8%, which is higher than the unemployment rate
during the 2001 recession.

4 Blue Chip Financial Forecasts, Vol. 28, No. 10, October 1, 2009.

5 See Direct testimony of Juan C. Manrique ("Manrique Dt.") at 32 and 33.
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BMSC's firm-specific risks other than financial risk. Like the Company, Staff is

recommending a capital structure consisting of 100 percent equity.6 Based on a

capital structure of 0 percent debt and 100 percent equity, Staff determined the

WACC for BMSC to be 9.6 percent. 7

RUCO determined its recommended cost of equity, 8.22 percent, based on

the average cost of equity of its DCF and CAPM results.8 RUCO is also

recommending a hypothetical capital structure of 40 percent debt and 60 percent

equity.9 RUCO's recornrnended cost of debt is 6.26 percent, based the average cost

of debt for seven publicly traded water companies followed by Value Line.1°

Based on a hypothetical capital structure of 40 percent debt and 60 percent equity,

RUCO computed a WACC of 7.43 percent, which is RUCO's recommended rate

of return on FVRB.11 RUCO also did not consider firm-specific risks other than

financial risk.

111. RESPONSE TO STAFF'S COST OF CAPITAL ANALYSIS

Q-

A. Staffs Financial Risk Adjustment

DID STAFF RECOMMEND A FINANCIAL RISK ADJUSTMENT?

A. Yes, and my primary criticism of Staffs financial risk adjustment is that a beta for

BMSC is required to make this adjustment, yet BMSC does not have a beta

because it is not publicly traded. Staff assumes the beta of the large publicly traded

utility companies is the beta for BMSC. I believe that BMSC, if it were publicly
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FENNEMORE CRAIG

6 Id. at 34.

7 Id.

8 See Rigsby Dt. at 7.

9 Id.

10Id.

11Id. at 8.
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traded, would have a higher beta than the sample water utility companies.12 In

Chapter 7 of Morningstar's Ibbotson SBBI 2009 Valuation Yearbook, for example,

Ibbotson reports that when betas are properly estimated, betas are larger for smaller

companies than for larger companies. A higher beta for BMSC would result in a

much lower financial risk adjustment using the Hamada method Staff employs.

A secondary criticism is that Staff ignores the higher risk of BMSC due to

its small size. If Staff is going to make a financial risk adjustment for differences

in the capital structures between Staff's water proxy group and BMSC, it should

also consider a small firm risk premium to account for firm size differences.

Ibbotson finds that even after accounting for differences in beta risk, small firms

require an additional risk premium over and above the added risk premium

indicated by differences in beta risk.l3 Another reviewer also reported evidence

that the stocks of small water utilities, like BMSC, are more risky than the stocks

of larger water utilities, such as those in the water utilities sample.14 Even the

California PUC conducted a study that showed smaller water utilities are more

risky than larger ones.l5 Frankly, it seems to me indisputable that investors require

higher returns on small company stocks as compared to large company stocks.

As a consequence of smaller firms having higher risks (after accounting for

differences in beta risk), an additional small firm risk premium should be

considered. In the end, differences in financial risk can be more than offset by the

required small firm risk premium.
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12 Bourassa Dr. at 37.

13 Ibbotson SBBI 2009 Valuation Yearbook Chapter. 7 (Morningstar).

Thomas M. Zepp, Utility Stocks and the Size Ejfeet .- Revisited, The Quarter ly Review
Economics and Finance, Vol. 43, Issue 3, 578-582 (Autumn 2003).

03S0t9f3f Report on Issues Related to Small Water Utilities, June 10, 1991 and CPUC Decision 92-

14
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Q- HAVE YOU PREPARED AN ATTACHMENT SUMMARIZING YOUR

ASSESSMENT OF THE ADDITIONAL RISK PREMIUMS REQUIRED

FOR SMALLER FIRMS LIKE BMSC?

A. Yes. I have included at COC-RB Attachment 1 the results of an Ibbotson study

using annual data reporting the size premium based upon Finn size and return data

provided in Morningstar Ibbotson SBBI 2009 Valuation Yearbook and information

contained in a published work by Dr. Thomas M. Zepp. I have estimated that a

small company risk premium in the range of 99 to 181 basis points is appropriate.

To be conservative, I would estimate a small company risk premium of no less than

100 basis points is warranted for BMSC. Putting aside the fact that Staff's

financial risk adjustment is too high because the beta for BMSC would be higher

than the average beta of Staffs water proxy group, the upward 100 basis point

small Finn risk premium would more than offset the downward 70 basis point

financial risk adjustment recommended by Staff.

Q- DO INVESTORS CONSIDER THESE RISKS?

A. Of course. Contrary to Mr. Manrique's assertion that the risks due to small size

and risks associated with the Arizona regulatory requirements use of historic test

years and limited out of period adjustments are "unique" risks,'6 the market risk for

small utilities and small utilities doing business in Arizona, like BMSC, is

important to investors, and these risks are not captured by the market data of the

water utility proxy group Staff uses to estimate the cost of equity for BMSC.

Again, none of the utilities in Staffs water proxy group are of comparable size to

Bivisc." In fact, BMSC is but a small fraction of the size of the water utilities in

Staffs water proxy group. Neither are any of the water utilities in Staffs water
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16 Enrique Dr. at 40.

17 Bourassa Dt. at 19.
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proxy group subject exclusively to Arizona regulation.l8 Had Mr. Manrique used a

proxy group consisting of utilities of similar size to BMSC and primarily subject to

Arizona regulation I would have no argument. But, sadly there is no such market

data available.

In summary, as I testified, the criteria established by the Supreme Court in

decisions suchas Blue field Water Works require the use of comparable companies,

i.e., companies that would be viewed by investors as having similar risks. A

rational investor would not regard BMSC has having the same level of risk as Aqua

America or even Connecticut Water just because they all sell water under state

regulation.l9

Q- ARE YOU PERSUADED BY MR. MANRIQUE'S TESTIMONY ON PAGE

41, WHERE HE REFERENCES PRIOR COMMISSION DECISIONS THAT

THE DID NOT FIND A FIRM SIZE PHENOMENON FOR REGULATED

UTILITIES?

No. Franldy, failure to recognize a small firm risk existence despite an abundance

of empirical financial evidence suggesting otherwise is another reason why it is

more risky for smaller utilities to do business in Arizona. Investors do recognize

the unfavorable regulatory environment here in Arizona. Standard and Poor's, for

example, issued a report in November 2008 which ranked Arizona among the least

credit supportive regulatory environments. Arizona's regulatory environment may

drive investors to invest in utilities in states with more favorable regulatory

environments, such as Caiifomia." Three of the six utilities in the Staffs water
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18 Id. at 20-23.
19rd.
20 Assessing US. Utility Regulatory Environments, Rating Directs, Standard and Poor's
(November 7, 2008), see also Sorensen Rb. at 11.

21 Bourassa COC Dt. at 15-16, see also Sorensen Rb. at 11.
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proxy group are located in California, which offers a more favorable regulatory

environment by using future test years and adjustor/balancing accounts in its rate-

setting process. As a result, utilities in Arizona are finding it increasingly difficult

to attract capital as investors invest their funds in less-risky regulatory

environments.

Q.

B. Response to StafP Criticisms of BMSC Cost of Capital Analvsis

PLEASE RESPOND TO MR. MANRIQUE'S TESTIMONY ON THE

ARTICLE, "CHOICE AMONG METHODS OF ESTIMATING SHARE

YIELD", BY GORDON, GORDON, AND GOULD, WHICH ARTICLE YOU

REFERENCED AS SUPPORTING ESTIMATING THE DCF GROWTH

RATE.

Mr. Manrique characterizes the article as merely an "article that describes more

generally the methods exclusively using analysts' forecasts [as] 'popular and

attractive models', but the article does not support the conclusion that analyst

forecasts should be used a1one."22 However, the article reported on a formal study

conducted by the authors which concluded:

We have compared the accuracy
estimating the growth component ofYthe discounted cash flow
yield on a share:

oath in dividend; (KDGR, past retention growth rate
KBRG), and forecasts of growth b security
KFRG). 1

performed well, with KBRG, KDGR, and KEGR following in
that order, and with KEGR a distant fourth....

of four methods for

Ats growth in earnings (KEGR), past

f ' analysts
For our sample of us 'ty shares, KFRG
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Before closing, we have three observations to make. First,
the superior performance by KFRG should come as no
surprise. All four estimates of growth rely upon past data, but
in the case of KFRG a larger body of past data is used,
filtered through a group of security analysts who adjust for

22 Manrique Dt. at 36.
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abnonnalt3ies that are not considered relevant for filature
growth...

As I testified, to the extent that past results provide useful indications of

future growth prospects, analysts' forecasts or growth would already incorporate

that information.24 In addition, a stock's current price reflects known historic

infonnation on that company, including its past earnings history.25 If investors rely

on such analysts' growth rate forecasts those are the forecasts of relevance to the

determination of equity costs.

Q- PLEASE COMMENT ON MR. MANRIQUE'S TESTIMONY ON PAGE 36-

37 REFERENCING PROFESSOR GORDON'S REMARKS AT THE 30TH

ANNUAL FORUM OF THE SOCIETY OF UTILITY AND REGULATORY

A.
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FINANCIAL ANALYSTS.

First, let me state that I do not know the context upon which Professor Gordon

made his remarks. Further, in the quoted remarks Professor Gordon does not say

anything about past growth rates. There is no reference in the quotation as to

which past growth rates (EPS, DPS, book value) should be used, if any, or what

weighting past growth rates should be given when estimating the growth rate for

the DCF model.26 Having said that, Mr. Manrique confirms "Professor Gordon

would temper the typically higher analysts' growth rates with the typically lower

I am sure Mr. Manrique would agree that I have done this inGNP growth rate."27

23 David A. Gordon, Myron J. Gordon and Lawrence I Gould, Choice Among Methods of
Estimating Share Yield, Journal ofPortfolio Management 50-55 (Spring 1989).

24 Bourassa Dt. at 32.

25 Id.
26 Staff has not provided Professor Gordon's complete remarks in their work papers.

27 Manrique Dt. at 37.
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my two-stage DCF model.28 The result of my two-stage DCF model indicates a

cost of equity of 11.7 percent. Compare that to Staff's overall DCF results of 9.8

percent. So, having tempered the analysts' growth rates I employ with a lower

GNP, my estimate is still significantly greater than Staff's. This is the result of

Staff' s models being heavily weighted on low historical growth rates.

Q- DOES MR. MANRIQUE STATE THAT INVESTORS RELY ON ANALYST

A.

Q-

A.

ESTIMATES?

Yes." He also states that investors rely "to some extent on past growth as well."

However, he does not provide support as to what extent investors rely on past

growth rates, only that they are considered. Staff's approach to estimating the

growth rate gives 50 percent weight to historic growth rates. If analyst estimates

already consider past growth, then Staff vastly overstates the impact of past growth

rates in its growth rates. And,by utilizing past growth rates that produce extremely

low results, Staff biases its DCF results downward.

PLEASE EXPLAIN.

I have prepared two exhibits that demonstrate the unrealistically low results

produced by Staffs historical growth rates. COC-RB Attachment 2 and COC-RB

Attachment 3 show the DCF results produced by Staffs historical DPS and EPS

growth rates. For example, as shown in COC-RB Attachment 2, Staffs historical

DPS growth rates produce indicated costs of equity below the cost of debt for 3 of

the 6 publicly traded water utilities in Staffs water proxy group - one as low as 3.9

percent. The average indicated cost of equity is 6.6 percent, which is nearly at the

current cost of Baa investment grade bonds at 6.5 percent and well below the

expected Baa investment grade bond cost of 7.5 percent during the period of time
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28 Rebuttal Schedule D.4-10.

29 Manrique Dr. at 37.
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new rates will be in effect. As shown in COC-RB Attachment 3, Staff's historical

EPS growth rate produces indicated costs of equity below the cost of debt for 3 of

the 6 publicly traded water utilities in Staffs water proxy group - one as low as 4.9

percent. Again, the average indicated cost of equity is only 6.8 percent, not much

above the current cost of Baa investment grade bonds and well below the expected

cost of Baa investment grade bonds during die period of time new rates will be in

effect. Thus, while Mr. Manrique criticizes my use of analyst estimates, he does

not explain why growth rates which produce indicated costs of equity below the

cost of debt are reasonable and should be given 50 percent weight in his DCF

growth estimate computation or even why they should be considered in this case.

Q- DO YOU HAVE OTHER COMMENTS IN RESPONSE TO MR.

MANRIQUE'S TESTIMONY ON ANALYST ESTIMATES?

Yes. Mr. Manrique's reliance on the study by David Dre ran is puzzling." Even

though Mr. Dre ran has criticized analysts' growth rates as being too optimistic,

Mr. Dre ran also says investors rely on those foreeasts.

We have also seen that in spite of high error rates being
recognized for decades, neither analysts nor investors who
religiously depend on them have altered their methods in any
way.

If investors rely on analysts' growth rate forecasts, those forecasts should be

used to determine the cost of equity. Those growth rates influence the prices

investors will pay for stocks and thus impact the dividend yields. The dividend

yields change until the sum of the dividend yield plus the growth rate equals

investors' perceived cost of equity. Had the growth forecasts been lower - as Mr.
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30 Manrique Dt. at 37.

31 David Dre ran, Contrarian Investment Strategies: The Next Generation 115-116 (Simon &
Schuster 1998).
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Manrique suggests they should be -- the stock prices would be lower and dividend

yields would be higher, but there would not necessarily be any difference in the

ultimate estimate of the cost of equity.

Mr. Manrique's reliance on the quote from Jeremy Siegel that dividends and

not earnings are meaningful is also puzzling. The DCF model assumes, among

other things, that a Finn will have a stable dividend payout policy and a stable

earned return on book value. Thus, the stock price, book value, dividends, and

earnings all grow at the same rate. While it is appropriate to make such

assumptions for forecasting purposes, these assumptions are frequently violated

when examining historical data. As it turns out, the historical growth in the stock

price, book value, dividends, and earnings for the water have not been the same."

As a result, estimates of long-term growth rates should take this into account.

Iv.

Q.

RESPDNSE TO RUCO'S COST OF CAPITAL ANALYSIS

A. Use of Gas Utilities to Develop Cost of Equitv

HOW DOES THE SAMPLE OF WATER UTILITIES MR. RIGSBY USED

TO ESTIMATE THE COST OF EQUITY COMPARE TO THE UTILITIES

USED BY THE COMPANY AND STAFF?

A. Mr. Rigsby used three publicly traded water utilities. He used the three largest

water utilities out of the six water utilities that I have used and Staff typical uses

when performing its cost of capital analysis.

Q- DOES MR. RIGSBY ALSO USE SAMPLE GAS COMPANIES TO

DEVELOP HIS ESTIMATE OF THE COST OF EQUITY? HOW DO

THEY COMPARE TO THE SAMPLE WATER COMPANIES?

A. Yes. He uses ten natural gas companies. However, the sample gas utilities are less
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Hz Manlique Dt. at 39.

33 See Rebuttal Schedule D.4-3 and Rebuttal Schedule D.4-4.
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risky and therefore are not comparable to water utilities. His sample water

companies, for example, have an average beta of 0.75, while his sample gas

companies have an average beta of just 0.67.34 That means that the equity cost for

the water utility should be greater than the gas companies, based on their relative

riskiness.

The water utility sample has more systematic risk than the gas utility

sample. Mr. Rigsby erroneously assumes that the gas utilities and water utility

have the same systematic risk and are directly comparable, when they are not.

Q- CAN THE GAS UTILITIES BE USED TO ESTIMATE BMSC'S COST OF

A.

EQUITY?

Yes, if the results produced by the DCF and CAPM models are adjusted upward to

reflect the water utilities' additional risk. Mr. Rigsby, however, has made no

adjustment to account for the water utilities' additional risk.

Q- HAS THIS ISSUE EVER COME UP BEFORE?
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A. Yes. In several prior cases, water utilities presented evidence of the cost of equity

using financial data for a similar group of publicly traded gas companies, which at

that time had a higher average beta than the water utility sample. In rejecting this

evidence, the Commission adopted Staff's argument that because the water utility

sample had a lower average beta than the gas utility sample, the cost of equity for

the water utility should be lower. For example, in Arizona Water Company's

Eastern Group rate case, the water utility sample had an average beta of 0.59, while

the gas utility sample had an average beta of 0.69. Staff estimated that based on

34 See RUCO Schedule wAR-7, page 1 off.
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the difference in the two groups' betas, the sample gas companies has an equity

cost that is 100 basis points higher than the water utilities.35

Q- WHAT IS THE IMPACT OF RUCO'S USE OF THE GAS UTILITIES TO

ESTIMATE THE COST OF EQUITY IN THIS CASE?

percent, respectively.

By averaging the results of his equity cost estimate for the water utility sample with

his equity cost estimate for the gas utility sample, Mr. Rigsby has depressed the

cost of equity estimates. For example, the average of Mr. Rigsby's CAPM

estimates for die water companies and gas companies are 6.37 percent and 5.93

This is a 44 basis point difference.

Q- HOW WOULD

CALCULATED?

AN APPROPRIATE RISK ADJUSTMENT BE

A. By using the CAPM. As I explained above, the difference between the results

produced by Mr. Rigsby's CAPM model is 44 basis points. Because of the method

used by Mr. Rigsby to implement the CAPM, however, 44 basis points understates

the required adjustment to properly reflect the gas utilities' lower investment risk.

If my method and inputs are used instead, similar to the method used in the

aforementioned Arizona Water Eastern Group case, the result is 160 basis points,

calculated as follows:

Historic MRP

Current MRP

Average Gas Utility Sample

Average Water Utility Sample36

M

3.0% +

4.3% +

Beta 312

0.67 X 6.9%

0.67 X 16.9%

_K
7.6%

15.6%

11.6%

13.2%

1.6%Difference/Risk Adjustment
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35 Decision No. 66849 at 21 (March 19, 2004), see also Arizona-American Water Company
Decision No. 67093 at 27 (June 30, 2004).

36 See Rebuttal Schedule D-4.13.
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Given this difference, it is clearly inappropriate to simply average the gas

utilities' equity cost with the water utilities' equity cost, as Mr. Rigsby has done.

This error assumes that a typical gas utility has the same investment risk as a

typical water utility, which is simply not the case at the present time. As a result,

Mr. Rigsby's use of gas utilities depresses the cost of equity for BMSC.

Q-

B. Criticisms of RUCO's Implementation of the CAPM

WHAT OTHER CONCERNS DO YOU HAVE WITH RESPECT TO MR.

RIGBY'S CAPM ANALYSIS?

A. Shave four other concerns with respect to Mr. Rigsby's CAPM analysis. First, Mr.

Rigsby employs a geometric average in calculating the market risk premium in his

CAPM. His choice to use geometric average depresses his cost of equity estimate

downward. An arithmetic average is the correct approach to use in estimating the

cost of capital, as various experts have explained. In fact, the CAPM was

developed on the premise of expected returns being averages and risk being

measured with the standard deviation. As Dr. Morin states,

Since the latter [standard deviation] is estimated around the
arithmetic averse, and not the geometric average, it is logical
to stay wlth grit metlc averages to estimate the market risk
premium. In fact, annual returns are uncorrelated over time,
and the objective is to estimate the market ask premium for
the next year, the arithpgietic average is the best unbiased
estimate of the premium.

Attached as COC-RB Attachment 4 is an excerpt from Dr. Roger Morin's

textbook on regulatory finance, which provides a detailed discussion of this issue."
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37 Richard A. Brealey and Stewart C. Myers, Princqvles of Corporate Finance 156-157 (7th ed.
2003), Roger A. Morin, New Regulatory Finance 156-157 (Public Utility Reports, Inc. 2006)
("Morin"), lb botson SBBI 2008 Valuation Yearbook 77-78 (Morningstar).

38Morin, supra, at 157-157.

39Morin at 133-43 .
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Second, Mr. Rigsby uses the U. S. Treasury total returns in his computation

when he should have used U.S. Treasury income returns. As I explained in my

direct testimony, the market risk premium is calculated by subtracting the risk-free

rate from the market return.40 Mr. Rigsby erroneously used the average total return

on a Treasury security rather than the average income return. As shown on

Schedule WAR-7, at page 2, attached to Mr. Rigsby's direct testimony, the total

return used to calculate the market risk premium was 5.6 percent. This was the

average total return on an intermediate-term Treasury (1926-2008) as published in

the 2009 Ibbotson SBBI Valuation Edition Yearbook (Table 2-1). By contrast, the

average income return for an intermediate-term Treasury security was.4.7 percent.

The reason that an average income return must be used, rather than the

average total return, is quite straightforward. The CAPM is a risk premium

methodology that is based on the premise that an investor expects to earn a return

equal to the return on a risk-free investment plus a premium for assuming

additional risk that is proportional to the security's market risk (i.e., its beta). U.S.

Treasuries are commonly used as a proxy for the risk-free rate because they are

backed by the United States government, effectively eliminating default risk. The

income return is the portion of the total return that results from the bond's periodic

cash flow, i.e., the interest payments. The income return provides an unbiased

estimate of the risldess rate of return because an investor can hold the Treasury

security to maturity and receive fixed interest payments with no capital loss or

capital gain. If the total return on a Treasury security is used instead, additional

risk is injected into the CAPM estimate, which is inconsistent with treating the

security as a riskless asset. As explained by Ibbotson:
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26 40 Bourassa Dr. at 37.
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Another point to keep in mind when calculating the equity
risk premium is that the income return on the appropnate-
horizon Treasury security, rather than the total return, is used
in the calculation. The total return is comprised of three
return components the income return, the capital appreciation
return, an the reinvestment return. The income return is
defined as the portion of the total return that results from a
periodic cash flow or, in this case, the bond coupon payment.
The capital appreciation return results from the price change
of a bond over a specific period. Bond prices generally
change in reaction to unexpected fluctuations in yields.
Reinvestment return is the return on a given month's
investment income when reinvested into the same asset class
in the subsequent months of the year. The income return is
thus used in the estimation of the equity risk premium
because it represents the truly riskless portion of the return.
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As a consequence of incorrectly using U.S. Treasury total returns and well

as geometric means, RUCO's CAPM estimate dramatically understates the cost of

equity for the water utility sample. If an intermediate-term Treasury security is

used as the proxy for the risk-free rate of return, the market risk premium would

increase to 6.9 percent from 6.1 percent using the conceptually correct arithmetic

averages. If that market risk premium is substituted for the 6.1 percent market risk

premium used by Mr. Rigsby, the arithmetic mean CAPM cost of equity for his

water utility sample would increase from 7.08 percent to 7.69 percent - an increase

of 61 basis points.

Third, Mr. Rigsby has ignored current market risk. This Commission has

consistently approved the use of a current market risk premium in implementing

the CAPM in water and wastewater utility rate cases. In the Chaparral City case,42

for example, the Commission adopted cost of capital used an historic market risk

41 Ibbotson at 75-76.
42 Chaparral City Water Company, Decision No. 68176 (September 30, 2005).
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premium and a current market risk premium in its CAPM estimates.43 RUCO,

however, has ignored current market risk in its CAPM estimates and has relied

instead on incorrectly calculated historic market risk premiums.

Changes in the current market risk premium have been a significant factor in

the cost of equity authorized by the Commission for water and wastewater utilities .

In Arizona Water Company's Eastern Group case, tiled in 2002, Staff computed a

current market risk premium of 13.1 percent in its CAPM estimate, and relied on

that market risk premium in estimating a cost of equity of 9.2 percent, using the

same six sample water utilities.44 At that time, the country was in the midst of a

recession, and, according to Staff, interest rates had fallen to the lowest levels since

the 1950s.45 Moreover, the average beta of Staff's water utility sample group was

only 0.59 at that time, indicating that investment risk for the water utility industry

was low relative to the market.46

Two years later, Arizona Water Company filed a rate case for its Western

Group systems. Interest rates had increased from the levels in 2003, and the

average beta of the Staff's sample utilities had increased as well, indicating greater

investment risk. However, Staff's cost of equity estimate was virtually identical to

the Eastern Group case, 9.1 percent. 47 The primary reason was that Staffs current
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43 See Direct Testimony of Alejandro Ramirez, Docket No. W-02113A-04-0616 (March 22,
2005), Surrebuttal Testimony of Alejandro Ramirez, Docket No. W-02113A-04-0616 (May 5,
2005).

44 Decision No. 66849 at 21 March 19, 2004), see also Direct Testimony of Joel M. Reeker,
Docket No. W-01445A-02-0619, 24-25 (July 8, 2003).

45 Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-0_19, 5 (July 8, 2003).

46 Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-0619, 23 (July 8, 2003), see
also DecisionNo. 66849 at 20.

47 Surrebuttal Testimony of Alejandro Ramirez, Docket No. W-01445A-04-0650, Sch. AXR-8
(May 25, 2005).
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market risk premium had dropped from 13.1 percent to 7.8 percent.48 The

Commission, in adopting Staff's CAPM estimate, relied on this change, explaining

that "while interest rates have gone up, the cost of equity for the market as a whole

has decreased, while the cost of equity for utilities has remained relatively

stable."49

Even more recently, in Black Mountain Sewer Corporation's rate case, the

Commission relied on a further decline in the current market risk premium to

support Staff's recommended 9.6 percent cost of equity.50 In that case, interest

rates and the average beta of the sample group were even higher than 2003 levels,

and while the result produced by Staff's models was higher, the increase was not as

large as would be expected." The reason was that the current market risk premium

had decreased to only 5.7 percent, reducing the result produced by the CAPM.

Thus, while interest rates increased and the investment risk of the water utility

sample had increased, Staff explained that those increases were offset by a further

decline in the current market risk premium, indicating that the overall risk of the

market had declined."

As these decisions show, not only has the Commission consistently

considered the current market risk premium, but changes in the current market risk

premium have had a major impact on the cost of equity, offsetting changes in
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48 Id.

49 Arizona Water Co. (Western Group), Decision No. 68302 at 38 (Nov. 14, 2005).

50 Black Mountain Sewer Corp., Decision No. 69164 (Dec. 5, 2006).

51 In the Black Mountain case, the intermediate-term Treasury used by Staff in its CAPM was 4.8
percent, while the average beta of Staffs sample group was 0.74. Surrebuttal Testimony of Pedro
M. Chaves, Docket No. SW-02361A-05-0657, Sch. PMC-2 (May 4, 2006). In Arizona Water's
Eastern Group case, in contrast, the intermediate-term Treasury used by Staff in its CAPM was
3.3 percent, while the average beta of Staffs sample group was 0.59. Direct Testimony of Joel
M. Reeker, Docket No. W-01445A-02-0619, Sch. JMR-7 (July 8, 2003).

52 Black Mountain Sewer Corp., Decision No. 69164 at 25-26 (Dec. 5, 2006).
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interest rates and water utility betas in recent cases. Further, RUCO's witness has

acknowledged the importance of considering current market conditions in

determining the cost of equity:

Consideration of the economic environment is necessary
because trends in interest rates, present and projected levels
of inflation, and the overall state of the U.S. economy
determine the rate of return that investors earn on their
invested funds. Each of these factors represent potential risks
that must be weighed when estimating the cost of equity
capital for a regulated utility and are, most often, the same
factors considered by individuals who are also investing in
non-regulated entities.5
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In light of the current volatility in the financial markets, the failure to

consider current market risk would grossly distort the CAPM result. Consequently,

RUCO's use of two historic market risk premiums (one of which is conceptually

wrong for the reasons given previously) without considering the impact of current

market risk on investor expectations invalidates RUCO's cost of equity estimate.

Finally, and perhaps most importantly of all, three of the four of Mr.

Rigsby's CAPM estimates (one for water and two for the gas utilities), as well as

his overall CAPM result, are at or below the current cost of Baa investment grade

bonds. The current cost of investment grade bonds in 6.5 percent. The following

are the results of Mr. Rigsby's CAPM as shown on WAR-1> page 3 of 3:

Geometric meanCAPM estimate - water companies 5.66%

Arithmetic mean CAPM estimate - water companies 7.08%

Geometric mean CAPM estimate - gas companies 5.30%

Arithmetic mean CAPM estimate - gas companies 6.56%

Overall CAPM result 6. l5%

53 Rigsby Dr. at 38-39.
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A simple reality check should have caused Mr. Rigsby to question his inputs

to the CAPM. This clearly demonstrates that RUCO's methods are not only biased

downward, but should not be used.

Q-

c . Criticisms of RUCO's Use of Hvpothetical Capital Structure

WHY DOES MR. RIGSBY PROPOSE THE USE OF A HYPOTHETICAL

CAPITAL STRUCTURE?

Mr. Rigsby explains that his hypothetical capital structure is to account for the

lower financial risk of BMSC when compared to his sample of publicly traded

water companies.54 His sample publicly traded water utilities had approximately

50.4 percent debt and 49.6 percent equity.55 He advocates use of a 40 percent debt

and 60 percent equity rather than a 50.4 percent debt and 49.6 percent equity

because he believes that the higher level of equity in his hypothetical capital

structure will compensate the Company's shareholder for any perceived higher

levels of company specific risk.56

Q- HOW MUCH ADDITIONAL RETURN FOR COMPANY SPECIFIC RISK

IS IMPLIED BY USING A 40 PERCENT DEBT AND 60 PERCENT

EQUITY AS OPPOSED TO A 50.4 PERCENT DEBT AND 49.6 PERCENT

EQUITY USING RUCO'S MODELS?

A. Less than 20 basis points. But this is an illusion. By recommending a hypothetical

capital structure that assumes a higher amount of debt for rate making than actually

exists, Mr. Rigsby effectively reclassifies investor equity investment to debt and

then provides a return on that equity investment equal to Mr. Rigsby's proposed

hypothetical debt cost of 6.26 percent. Mr. Rigsby concludes that the cost of

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

54 Id. at 55.

55 Id. at 54.

56 Id. at 55.
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equity is 8.22 percent. But, by virtue of the hypothetical capital structure, RUCO

provides an equity return of6.26 percent on 40 percent of the shareholder's equity

investment - 196 basis points below what even Mr. Rigsby would agree is the

required return for equity (8.22 percent less 6.26 percent).

To make matters worse, RUCO witness, Mr. Moore, imputes hypothetical

interest expense through interest synchronization in BMSC's income tax

computation, which artificially lowers the Company's income taxes and revenue

requirement. Together, the lower return provided to investors on equity capital and

the lower revenue requirement due to lower income taxes result in a net negative

equity risk premium ofwell over 200 basis points.

Q. WOULD AN ADDITIONAL 20 BASIS POINTS, IF IT WERE REAL,

ADEQUATELY COMPENSATE BMSC FOR THE ADDITIONAL RISKS

BMSC FACES COMPARED TO THE LARGE PUBLICLY TRADED

UTILITIES?

No. As I discussed earlier in my testimony, I believe a risk premium above the

estimated cost of equity is warranted for BMSC on the order of100 basis points.

Q, HAS FINANCIAL RISK BEEN ACCOUNTED FOR USING A

HYPOTHETICAL CAPITAL STRUCTURE IN PRIOR WATER AND

WASTEWATER RATE CASES?
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Only in Gold Canyon, which I mentioned above and which is on appeal. In the last

BMSC case, the Commission rejected the exact position advanced by RUCO in

this case as "results oriented."57 the "typical" method, as RUCO

recognized in this case, is by a direct financial risk adjustment to the cost of equity.

Downward financial risk adjustments adopted by the Commission have typically

been based upon theHamadamethodas described previously.

57 Decision No. 69164 at 20.

Instead,
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Q. ARE DOWNWARD ADJUSTMENTS TO THE COST OF EQUITY FOR

FINANCIAL RISK BY THIS COMMISSION COMMON?

A. No. Downward adjustments to the cost of equity for financial risk are not adopted

as often as one would think. The downward adjustment often depends on whether

a reasonable return on equity is afforded to the utility based on consideration of

of the evidence in the case. In some cases, even though the Hamada indicates a

higher downward adjustment, the cost of equity is adjusted downward less than

what may be indicated by the Hamada adjustment. In the Bella Vista Water

Company case,58 for example, the Hamada adjustment indicated an 89 basis point

reduction to the cost of equity Which would have resulted in an 8.4 percent return

on equity. However, Staff did not recommend an 8.4 percent cost of equity, but

rather recommended the low end of its cost of equity range of 9.1 percent to 9.5

percent." The Commission ultimately adopted Staff's recommended 9.1 percent.6°

In the prior BMSC rate case,61 Staff"s cost of equity analysis produced an indicated

cost of equity of 9.60 percent (before adjusting for financial risk). Staffs

calculated financial risk adjustment using the Hamada methodology was 50 basis

points but Staff did not recommend a downward adjustment in that case.62

Ultimately, the Commission, based on the evidence in that case, adopted a 9.6

percent return on equity.63
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58 Decision No. 65350 (November 1, 2002).

59 See Direct Testimony of William S. Reiker, Docket No. W-02465A-01-0_76. 26-27 (April 29,
2002).

60 Decision No. 65350 at 23.
61 Decision No. 69164 (December 5, 2006).

62 See Surrebuttal Testimony of Pedro M. Craves, Docket SW-02361A-05-0657, Sch. PMC-2
(May 4, 2006).

63 Decision No.69164 at 27.
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The bottom line is that downward adjustments for financial risk must be

used cautiously. Final consideration must always be given to whether the result is

fair and reasonable under the circumstances. One reason for this is that basis for

the cost of capital analyses are often based on large publicly traded water

companies, which are not directly comparable to the relatively small water and

sewer utilities in Arizona.64 There are also considerations as to the requirements

set forth in the Hope and Blue field cases.

Q- IF MR. RIGSBY HAD COMPUTED A FINANCIAL RISK ADJUSTMENT

USING THE HAMADA METHOD WHAT WOULD IT HAVE BEEN?

A. If Mr. Rigsby had performed a Hamada type financial risk adjustment, his financial

risk adjustment would have been about 30 basis points. Subtracting this from his

overall cost of equity result of 8.22 percent would have put his final estimate at

7.92 percent. This is approximately 50 basis points higher than his WACC of 7.43

percent.

Q~

D. Criticisms of RUCO's Cost of Debt

PLEASE COMMENT ON MR. RIGSBY'S HYPOTHETICAL COST OF

DEBT.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A. As already mentioned, Mr. Rigsby's proposed cost of debt on his proposed 40

percent hypothetical debt is 6.26 percent. He bases this debt cost on the average

weighted cost of debt for the water utilities in his water proxy group. But, these are

64 Black Mountain Sewer has more zero cost capital in its capitalization than the large publicly
traded water utilities. All things being equal, this results in a lower capital cost per dollar of
plant-in service. But, the higher proportions of zero cost capital do not come withoutrisk to the
Company. CIAC funded plant receives no recovery of depreciation in rates. This plant will have
to eventually be replaced. Further, earnings are lower which means a lower earnings cushion to
pay debt holders, absorb increases in operating expenses as well as lower cash flows available to
make plant replacements.
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large publicly traded utilities, most of which have bond ratings. Mr. Rigsby

assumes that BMSC could raise debt capital at this cost. I seriously doubt it could.

Q, DOES THAT CONCLUDE YOUR TESTIMONY?
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A. Yes.
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Cost of Preferred Stock

Exhibit

Rebuttal Schedule D-3

Page 1

Witness: Bourassa

End of Test Year End of Protected Year

Line
No .

Description
of Issue

Shares
Outstanding Amount

Dividend
Requirement

Shares
Outstanding Amount

Dividend
Requirement

NOT APPLICABLE, NO PREFERRED STOCK ISSUED OR OUTSTANDING

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES: RECAP SCHEDULES:
Rebuttal D-1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Costof Common Equity

Exhibit
Rebuttal Schedule D-4
Page 1
Witness: Bourassa

Line
No .

The Company is proposing a cost of common equity of 12.4%.
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING scHEDuLEs;
Rebuttal D-4.0 to D-4.13

RECAP SCHEDULES:
Rebuttal D-1
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Chapter 4: Risk Premium

Appendix 4-A
Arithmetic versus Geometric Means in
Estimating the Gust of Capital

use crE the aritlmmétic appears counter- intal i t ivem. ti i °sf glaunkme, bewi ise
w e  c o m m o n l y  u s e  t h e  g e o n w t r i c m e a n r e t u r n to measure the aveumauge
zlciaiewwed raatum o v e r period.  For  eacamaple ,  the long-term pexzfa1-

But pafoirnmmce app9al%a1 is one Wat; of capital fastiannaiinn is
entirely. In the Go$tof capital, tliegoad is tnabtain

tl1emanadfrienxrn d1a¢tinveswrs expect, Malnzis, atalzgeumsevf newm Qr
avxernge, inwalsars to aehtieve their tanggwr This, m8n-ga exgewad

is in eFEeet an arithmrlseilic average. The achieved 91'
is the geoIizeufic avewalge. In swlsiswtical the avearage is the

1@unlbi=f 8s=1e1dmeastl-:|reof¥h4=cxpI4wcted.value ofmuepeaaaned eb4serv4antions4z»f a:s=8uuHdl:zm

nest  the T h a i
aril i l8Ll1Eleii: ic avenagas can be as es¢: i 1n&waf  e@»st a n d  m a r  m e

is not an..appmpriahe Rf cost of

'We :mean answers the question of WM constant you woixkt
have had to arihiave in each yam to have your invegsunent the

achieved by the llnarrkset. answafs tliaquwestibn
of whlelt growth rate is Me hw estimate of amautit of money

be pmlodluced bY wtlliinllally rdnvestin8 i n nnnarkaet. Itlsthe rate
o f which. compwitmdned 9981" periods, tire no =6E the
pwéblanbility diSlsrfbutian of ending wealth.

Wh:i`leti1egleom¢-:tticmeanis thebestestimarenfperforrnanceoveralong
o{° 'time,.wsdoss notconnrsdizet lhe slggnegmssnf thzattfte : ' »  an ~Eicmean

cotnuqilounded over the number of years tI1iaLt 811 inveshilemt iS hold proVides
the of the emdiing welallizh vaulueaf the.invesmsnt'; reason
is an investment with l*¢l1lll°Bs will have alligher weadtir
vslwe thlalil an investnleni which simply (with csmrsinlty) its
0f8eometrio rate of.téturh=ev1eqr year. IN woncls, rhtihcy, or
waitthn, is
lost .by lower *Mun expected returns.

In capital whens 11e.tu:ms are a disuibutitm, the. answer
aocountofunwrtaihty,tllearithlatleticmeiagn, isthecorwetonc for
diseomultlt rates axed the cost of clalpsital.

pe1rfi9u:nam1\ceo er
albngtimeperiod, iris incorrect a ask pifeitiniuixnilo ~= ~pate
the eos.t..ofcapital.

measuring performance over
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Si0GkjA Stock B

1996
1897
1998
1999
2000
2001
2002
2003

2005

11.61%
11.61"%.
11.61%
11.61%
11.81%
11.61%
11 .61 %
11 _61%
1151%
1151%

50.0%
-54.7%

98.5%
42.2%

-32.3%
-392%
153.2%

.- 10.0%
38.9%
20.0%

Standard Deviation
Anfhmeuc fM€3N
Geomefdc Mean

0.0%
115%
11.6%

64.9%
26-7%
11.6%

TABLE 4A-1
GEGMETRIC vs. ARITHMETIC RETURNS

New Regulatory Finance

T h e o r y
m e ... m e .. =t9f the . ",as~thei1\*v*esh9r

slsazrw fans .ends vsrith I I not the
vadébilisy of me joulmiae . as the
is laiaalclcwand liaiokizn8. There is no in  Me mean of  :we
stoeeim o r Que of whlcich is highly 'vcrlatlzilxrv .tl=1e v i  wh i r l .
is absaolliltely stable. o n "is fnfwairill*4d»
1o=o g in that .ix the vdiai i l i ty of  .the

To illustrate, Table 4A.1 shows me of :we steam, me fins:
is vo» ?latilé with .a deviation of .of 65% ala#

seeaond Ana a d1e1u» i:al4:ion. it no Muitively .that
the geometric mean is the conuwt of reWtxi, .lh8'li that
both sum an-. equally have the gleombtric man. No
rational investor would me stack 'as risky as fixe
stl10ck. 1~ ~9 6 ~cia1 to eailsmulate M G9'8¥ Qf4:8p&l M i r
investbw armcisl:-averse addict Woiil finless thyme ad4equ:ately
for iN In is to ow mean mar fully
risk Thai!! the= why¢;h
tic Mean). In slhoart, mean the unaewtainty iii the
stock name: While mean removes the by smoomlaing
over mnmnmal Mftieanences.

Empirical Evidence
H both the geenifeiéric ad mean remers over the 1926-2004 daina
axe' against the deviation of for the iirnns iN the
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.cclnfimning a zero yearn-by-year return would tame replicMad the total
remsearned on the slack. rahs ofseturn on ths
smciii is not Zen), however. RE gm of 100% afflld 1-° 56%,
»100  - 58)/2 == 25%. Thlewe are two equally lilclaly outciimés dnllsir
invested: a gain Qr $1 'WI9wmr *..-.= 10896 or a less lit' $0,502 r  .=
""r The expieefued pm4:li.t i8.{$1 -$-.50112 =  $ . 25  f o r a 25% expiecitéd
cif 1:eti1m. i11 tha brad
year. despite the T he
return 4hus tlmehestgwisde tar

What Academies Howe tO Say

Bowie, Kane, and Marcus (2005) cite:

fallowing 'is irxvolnediu defense Rf the
mean..Suppesethatas!1nek'splalEonnance'o1m'atwo=yeamperiodis Ar »< ~ra-
tive of the dewUibliNg iN (l'\ = 1>0€)%) and
halving in the next (y,  = -50%.) . s t o p s eniis u p where
i t  stared, and the average annual mecum over the f éwo-year period,

re, as Zena:

deciles, We 8mitl11nanetie ixrdlis
M vcr, the9onstant of arfthmn¢ti¢m9an regggwsion1un@atehHes the

avensagie. belau fate and lnnmlnes whi le the
eonst9iit Fm ¢h4 geoinnaencic mean uodihng in is .simpler
becaLus4e the gieomsetrie mean is s8pg8nad of vol£iMHty Wmfonzmadon as a
result, does a poor job of  fatjacasting Qu vollantility.

1  +  r o  =  w  +  n o  +  f a r "

is

.K1 +~ 1X1 -.- _50)}"2 i n !

Chapter 4: Risk Premium

Which i s the superior rneasune o f
aritbnuietic avenge or the gualonaetmic avelnaige? The gemnwexlric aver=-.
age has eansidmmble i t d m w e
o f remen we would have to iN cash to=
actual other some paste investincnm I t  i s  a n
ex cel l ent  m easure et  pa 1-Iov.v=e1:~er, if ,am auees is
on fume pieriuunumumse, .then awenalgc is the
of lmuelest bé4c:9mseit*is.an>n1lmblsedes8maIe ofdle pomctlialio's

aasmnning tEmt&e ezcpeeMed
not ove r  me) .  In the

nemum over a sample is always the
U

o
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it ocmsdmtés a douznwmizwd-biased of the snook's ezuapactei
return in any fuurnea year.

Again, the ax-i¥h1auotic amenrage is  the bet ter  guide t o  f u t u r e  p a f m -
ma n e e .

A g a t h a o f the Bmciie, Kane, Marcus aaagunnerir in favor of  the
arithmaeticmean isthuaiitis Me bwt estixmre of theflammel value Qftl° ¥=¢1~1='1'I=
iiistaucibiution buecausc it negpanesents the eunpelcted vsailue of the dlsaribmltion. It is
most usefill for of dismfbution at a
time, is, for in ~ -sectional analysis. geomewttic me¢an,. om the. offer
hand, is 'beast suited for an inv£'>stmeni's cefmpoulnd rate o f
a=ver time:,tl1:atis, f¢r ti1:ne~» » semies anuHllysis,Th8isthe sanie amgnnneemnlilurladb
Hy Ibbvotsorx (2005) Where it. is shown; using

I:roti1emrwomds,ifwe
l1h¢ bs==si es6mate9f» a ¥¢m"smehmm araunld6mdisuci1JHmf5¢n BE
m e pr i or i s a1¢.m i  . .  °  "c  § e, St£ti'sti¢@=8ily,. if
gzwss inf the .hoE!ding» parit>d iN a even year..

text
Stu that Ami ~ ~ ~'cz .ave1a=age iS csmistait with CALPM Tag sue

its key iS: am inveslnrs ro= for-ms;
i n porlfolia upnpn nstunas the next the stmdmnd'
xieviaiicarn of Ms return. To the exncni that this next period is one year, the

f b r at irhnast ic  mean, which der ives f rom a set  of  s iNgle  one
year  per iod  rems,  f s l lcwvs-  Zh .  is  a lso WWI one of the 1c:ru&d.
assunapiiams sinllnacnentjn the CAPM is as: investuazs are ssagvs-pssna expeswa

Qr wealth nnaucimiszems who~<=hoc» seanmsmmgaIEl1nmnma£ti}ve pourxfbliss

on me basis of sawn p=ssl@tEblin*s a m standard deviation

Bzcleaarlsy, Myers, a d i n lead ing textbook i i i  wrpo-
18118 finance Sniomngly for the ariiilltfihetic i l lusmai le th is
distinctiorn bear/een axiithnmetic and geometr ic averages. me conf.-.h1d¢ ar i th -
met ic  averages : W h ien  es t ima t ing  the  80s t  o f  cap i ta l :

oh.

The .. m =» usesnf arid of retIme froiir
pwalst imresux\en;t§ are xrnisunrlqeursuofcfd, 'I'hlerefom, we mal a
'brief tiMer-out a example.

the price Rf Big Oil's eominuon stlackis $Itlo,
is anequalehanoethaitatthe endofttheyear the stockwilibe
worth $90, $119, Ar $134 Theinefome, the mum ¢<>u1d b¢ -10
even t ,  +m or +3o-p=m=m¢ (we assume mom Big Oil

deresn6tpIaqlradi*vidend). The I I I (  -  l o+ 10+ 30)
+ 10 D ~. W' ~L

an
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Ifwerunthepueocess inrevaseanddisoountthoexp4ec=te¢clcash
fIowbythe.explecmedrawo'£return,we9btalmthevalueof8Bg
Qil's smta1:ak:

P
110

$100
~1.1o

'lhwa expastednerhufndf 10.p@e4&me1nrisdq;¢wte4ione M¢~pu=.wuawar
wliifah no the Gash tlbiiv from Big O`iI':s stock. It
is tile cpnplnurnnnuity cost of far investments vvfhtich have
the mme de9uecof1&s€|<:as Bigilil

NEW SuppioSe that we the nefuuns on Big stock ov a
lamgenuunnb~es:@f years.8Ef tlle melltnuehzngad,theretnrn wfll
be -lOp» anoemltihathlilndof there=ars, +i0 p|em:1oentT;1afiI1Ed1@1t

and +30 plmraent in/th¢ l'emaiml11gyeeaurs. Thle
Ar/elmge these yearly is

10+10+30
3

Thus the arithnuue» tic avwenagw et the rearms exactly Measurles the
oppcwtllmity cost of .capital for investments cf silnuiiaur risk $0 Big
Gil swélc.

The avcnalgc on Big 8tbck would be

(.9 >< 1.1 >< 1.a)*'°  -1 = or 8.8%

the eos: 4>t' Imresstoms vvnudfi not b¢
to investen a project o f f e d an 8_s pennant

i f  they ceni ld  e tan o f  W i e m a r  i n  t h e
capital noun:he» ts. Thanes present value of such a project would l>¢

n p =  - t o o  + 1U8;8
1.1 -1.1

M Ifuwczssf of e=1~'II is from . ser

risk premiimw, us¢ avenigies, not Qonumennd autmrual
of (geometric avemalges).

A. Bnwley. c .  Mum ,  Mn .A11w. of Corpqmfe
F a m e ,  S m Erwin nwGw»v~IéliI1.. aw w6-7. )

widely llavbotwn publicmien also a 83118
of the impmpriqy of using averages in

.in the eos: of eapitatl."

12 Wbowon 811946483i 8evzuiiv. ad Irl;¥éar¢i49n,. ZM5 YaawnWwok; vazuaw m
page 75;

v
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average equity risk pnsniiuxn can be
to be most appropriate wham iiltlme elasix flows. For
use as the expected equity risk pwemiium either the or

bwiiding block apqniwoach, the arithmetic mean or die .simple
of the aritblnlaetic means of stock nnaxcket

r isk le§ rates is' the relevant is boil; the
aunad the building black appunnlwleh are additive i n

whieln thecostof ca4pitaJ.is the.sumofitspans.Th¢egeomen:ic
average is more for reporting past since
it represents the compound average return.

me argvlnrnent for using the .aritllmnetic average is nraciglatfcsr-
ward. IN looking at =cash Hows, the
that should be employed is the equityuéisik that is expended
tO actually be incvnrrefd over time fixtwnle tulle

T h e best of the explectéd value of -a variable thklt
behaved xandqnmly in the past is the average (or arithmetic
of its. past values.

IN their m`d él ptibiicized 1esearrizh on the risk puwenutium,
Mawr=si1 ad Staunton (2002) state

atitlmnnetic mean of a s=equesnee of different is always
larger the geometric Mean. To see this, equh]8y.likely
returns of +25 and -to pe4reenL Their quean is 2%
cement, since (25 - 20) /2 = 2%. 'Their geometric is zcmo,
s i n ce  ( 1  +  25 / 100 )  X  ( 1  -  20 / 100 )  -  1  =  0 .  B i l l  w h i ch
is the right one fcft' diseonnting risky expected Cash floYv's?
For forward-lo»oking diercisions, the arithmetic mean is the agppam-
private

T o verify that the arithmetiC Mean is the correct choice, we ¢an
use the AM peancent required ueuun to value the investment we just

A $1 stake would .offer equal pwbabilities of receiving
back $1.25 or $0.80. To value this, we discount the cash flows at
the arithlnnetic mean' rate of 2% percent. 'Hue vines are
irvespecdvely $1.25/1.015 = $1.22 and $030/1.025 =. M,78,.eM
with punolbabi1ity,.so the value is $1.22 x 96 + $0.80 X 84
= $1.00. If there were a sequence of equally likely of
+25 and -.20 Pelter. the geonxeuric mean remus eve1i&l@\iily
converge on The 2% forward-loolring
is to compensate for the year-.tofyear volatility of zetums.

I481StllY,o n practical side, Bruner, Eaves, Harris, and (1998) found
that 71% of the texts and nradebooks in. extensive Of pmnactiee
wpmwed use of an arithmetic mean for estimation of the cost of equity.

. v
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Chapter 4: Risk Premium

Mean Reversion Argument

Some have arggaed mar i f were expected to 1-ww. to
a&¢tid,.this would,sn. Me use of agleomefiin. .. sauce the g

la, by .d1eMi&4m an of a snwnvthwd loxing-mr mend increment,
have aucgued that the hiswrxicd esiiilnateof the 1Dnl8lurlQst

pnenaniurn (' is upward-biased by the buoyaimr. of me
stock 1 . . .prior to20G2,aundbw»useofd1e 1 • aryarmilurius "
3bi8\ in those years, investers ezrpmm: a tn lower

t he the average to a "no11nrl18lil" leve l .

The paneseuaoo or moan newrersion is. an omphical issue.
weak and highly oontlnoldiclaory; the is incoticlw-

sive and unaocmvincing, not enough to support Quo ' fmeml xvovomsioN"
.hypo==sis. me wow =>f.a:» ¢ oonpmoax on ans is zhamhe.

: w s  o f 1;ma=el:sion t hm t he
ov er the last  75 yam or so was 8r1oe of moan

reversion, mdhlald nostatéisniiically `i36elmtiiiiaMe time .It 'is also notewo4rtli,;y
most oftlalosno studitfs were to the slaolcikc nm:au:kot's dfainausmle

'm of euntraonndianwrw and low T he
stock . " " s  °  " . " . .  of20@0=- ~ "nly .. " r e w i n d

out of the mean oeversimt schooI"s sails.
es

An emamination ofhistonfal MRPwsrevealsihattheMRPisratIde1navwi9d1lma
observable pmtiasnl. To the extent that do ¢sm*nna@n@a equity risk
pa:¢1|:|ai1;m fo11cvws wliatislmbuasminstatisiécsasamuldamwadk,one rm e

thebeae rirnaueofuhef» » n|» nmskprerniumisrhehism@miw

s

.lbhetson (2005) find no evidence thos: the price of Ar
the amaunif Rf risk in eevmmon has over

Our own einpijrical avidenne..suggests mass Me yearly
between the sleek nnamlner nmleremrn anus. the u..s. Treasury u m e

al1:l5r i s is  no
disoelnnmble in the ©q!!ity risk (lbbntsmnln

Stocks, 851129, dril l 2095 ¥8uLl1§I@iQk

wages 7435)

IN siillisltical flmelwe is no significant comeiamion 'M successive
mmnaal nnaschet plenaiums, that is, no"i11end Ilabowon go on to
state' that it is neasonmldle w assume max illlese quantities stabib
in -the futwm¢ (lit)=

The b¢stestf i lunname of  the expwtud value of  a thaulz has
.randomly the garage (nr me n )

as

an

that

a

•
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. 4A-1
nusra 1926-2904

Year-tor-Year Ginnzelathxn

El
.2
E
8
CL

20

as
n:

es
as
2

-zo O 20
market Risk Premium Lagged Dre Year

Qr its pmt'val1\¢s~ hssociames. Smckav, Bwrdar. Riffs,
Ifgzmon, Yearbook; valuafaon mg; 759

No=wheleisitsu .by . . .  " " the risk preniium

s D

Because is little e¥i8e1a¢=§ thatthe has ehumaged. over it is
rwsemailusle to : m quart&es we stable in me fauna.

4A-1 .Shows the 1@dlaMo4;1tship, gr M e year-
" i n t h e ; . . " .  "  `cmy . . / 4  2 6 0 5

edition, br the pswiad, relariom=si1iip i virtually absent. as
by the law RE Qr sameeswiize In ol iver won'&,

th@e1ne isno iNsuccessive as i11&caItedby the correlat ion
0Gle@cia1t.

In slwrt, the deetE!n&aM9ilEn!nrbfd1e cost of capital wfththe CAPM an

retune the measure far

Formal Demonstra t iOn

seétioh shows why than geometric should be
used fur forecasting, and estimating the east of capital." By

U

"This Se¢» tiou is Mama a ma dennonsuaiion 'm Brealiley,
M e a s , and Allen (2096) and Ibbnmcmn (2086).
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Chapter 4: Risk Premium

FIGURE 4A-2
PQSSIBLE STDCK PRICES

$144

+20%

$120

$108.
$108

-10%

-10%
$81

Now Year t Year 2

*the met o£1=qui1;y is the annual diswusnt
a ""tietlvd11ec§t' "  celsht lcaws " . aiodnie

of thestiaisk Mme of&18.inxresWfs w
T' = .

i ffuumee .
tothemmentsntwkpriceis apnmnolspwtive imalmher thannaplwnspeuctive

ofne=tl1EmL cannot
bepunWieuedwvithsenuainl;t,..d1e "euxpiee4etled*' 8lmam1a11ram:sofnntl1rnWIt

i s an avemzalge "namgei:" pimrnmntage whieb.Ihe year-
a n avenalgne.

e a

A illustndtioll paint. Causid¢r a non-
avzaend paying sno¢k for sao has, .in every year, an equal

o f by a t 10%. al f 8eron é yea,
three iS an equal elmaanee thai the stuck's. purine win $1.20 an equal

chaunlage the price will be 4 A - 2 all pios§:i5le evmtlnlliiies
have eilampseél ftlte 0t'rétllln aI1e.p11eSQQnied8t theend

The possible stock are shown in the following table.

no

14

U r

1



Price Qhance

1 chance in 4
2 charuces in 4
1 chance in 4

$144
$108
$ 81

TABLE 4A-2
sTock PRICES AFrER TWO per zoos

f .

» . .

~»v

i v

new Regulatory Finance

The expected future stock price after two periods is then:

1/4 ($144) + 2/4 (ams) + 1/4 ($81) = $110.25

The cost of capital is calculated. as the discount rate- that 6q8ua&¢S TiM
present value of the future cash .flaws to the slrock price. :in
the present simple exannq:v1e, the only cash flow is the from selling the
stock awful hawk elaggsad, Thus. using the expeeheml stock i I
$11025 calculated ablaze, tlxe exipwlerl rate of return is that r, sqlves
the following equation:

Ctlrrent Stock Price Expected Stock Price
(1 + r)2

The fdétor ( I + .r.)' fiiscoums the stock price tithe present. Substitxgt-
ing the nliliimical vdués, we have:

$1of $110.25
(1 + r)2

r - 5%.

théeost of equity is 5%.. This 5% cost of equity capita] is equal
m the pwaspeclive of :Unum which is the pwbll=191ty~
weighted avmalge single 1T8te .of return on equity. Since in every
theme is an. equal chance that smock's.retun1 will be 20% or - 19%, Ethe
pumbabi1ity»weighted. average is:

1/2 (20%) + 112 (-10%) :_ 5%

However, the 5% cogs of equity capital is not equal to the pwospeetive
mean name of which is a probability-weighted average of the possiklo

of over the two periods. Now consider the punospeetive
geom:net:ic mean me of realm. Table 4A-3 shows the possible compounded
18198 of return over two periods, and. the prubaluaility of each,

I

Thus, the prospective geometric mean rate of return is:

1/4 (20%) + 2/4 (3.92%) + 114 (-10%)
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Pried Chance Compounded Return

1 ctl8l'|c8in4
2 chancesin4
1 ehancein4

20.00%
3.92%

10.00%

$144
$108
$ 81

'v

4

Chapter 4: Risk Premium

TABLE 4A-a 4
srocx PRlt'5Es AND RETURNS AFTER TWD PERIDDS

return is not equal to the 5% cost of equity capital.

-é9Ili81nii»p1e= Ciln easily be extended to 'Include the case of a dividend-paying
and willreach thesanne eonclosionz the implied discount rate calcu-

in the lllwdel is an expected arithmetic rather thorn an expected
3. ¢» s.aa' a i mean rate of return.

1 g

fhwegoing anzdysis shows it is. erroneous to use a puospectifve multi-
yea-¢~ mean name cffnetorn as a "target" name of netum for each year
of the period. If, for example, investors. currently require an expected future

ofrehlrn anan investment of 13% each year, then 13% is.th¢ appropriate
annual mate of return on equity for namemlaldng Consequently, in
using a risk approach for the purposes of name of neun-n regulation,
dxesingie-yearaumuadnequinedmame efreuxrnshouklbeestimaredusingarith-
metric :mean ask premiums.

It should be pointed out that the use of the arithmnferic mean d~Q*=S not imply
an. investment holding padod of one year. Mather, it is premised on the

with respect to each year's during 'the .holding period,
however many years umm .may be. When computing the aritlisurletie average
Of annual returns 'm order to calcqllalte the average return (expected
value M' the return), every achieved serum outcome is one possible .future
oureomeforeachyear the security will be held. Each hisroric return has an

of oecmring dining each year of the holding periled. The
expected value of the risk premium is the arithurrletic average of all

of the premiums considered, regardless of the length or the expected
heklilllg p-iQd_.
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1.

Q-

INTRODUCTION AND PURPOSE OF TESTIMONY.

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A. My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

A. On behalf of the applicant, Black Mountain Sewer Corporation ("BMSC" or the

"Company").

Q. HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY IN THE INSTANT

A.

CASE?

Yes, my direct testimony was submitted in support of the initial application in this

docket. There were two volumes, one addressing rate base, income statement and

rate design, and the other addressing cost of capital. My rebuttal testimony was

also submitted in two separate volumes.

Q, WHAT IS THE PURPOSE OF THIS REJOINDER TESTIMONY?

A. I will provide rejoinder testimony in response to the surrebuttal filings by Staff and

RUCO. More specifically, this first volume of my rejoinder testimony relates to

rate base, income statement and rate design for BMSC. I will also address the

testimony by the Boulders Home Owners Association ("BHOA"). In a second,

separate volume of my testimony, I will also provide responses to Staff and RUCO

on the cost of capital and rate of return applied to the fair value rate base, and the

determination of operating income. .

11.

Q-

SUMMARY OF BMSC'S REJOINDER POSITION.

WHAT IS THE REVENUE INCREASE THAT THE COMPANY IS

PROPOSING IN THIS REJOINDER TESTIMONY?
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A. The Company is proposing a total revenue requirement of $2,533,172, which

constitutes an increase in revenues of $953,002, or 60.31% over test year revenues.
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Q- PLEASE SUMMARIZE THE PROPOSED REVENUE REQUIREMENTS

AND RATE INCREASES FOR THE COMPANY, STAFF, AND RUCO AT

THIS STAGE OF THE PROCEEDING?

The proposed revenue requirements and proposed rate increases are as follows:

Revenue Requirement Revenue Inch. % Increase

Company - Rebuttal $2,541,508 $961,338 60.84%

Staff - Surrebuttal 32,124,105 $543,935 34.42%

RUCO - Surrebuttal $2,071,997 $491,827 31.12%

Company Rejoinder $2,533,172 $953,002 60.31%

There are several other interveners but none of them have submitted evidence on

the revenue requirement.

Q. WHY IS THE COMPANY'S REJOINDER PROPOSED REVENUE AND

RATE INCREASE LOWER THAN IN ITS REBUTTAL FILING?

As with the rebuttal filing, the Company continues to accept adjustments offered

by Staff and RUCO where reasonable to  do so .  The reduct ion in the revenue

requirement at rejoinder is primarily due to the Company's acceptance of RUCO's

proposal for zero working capital. I  will discuss the Company's posit ion on

worldng capital later in my rejoinder testimony.

111.

Q-

RATE BASE

WOULD YOU PLEASE IDENTIFY THE PARTIES' RESPECTIVE RATE

BASE RECOMMENDATIONS AT THIS STAGE OF THE PROCEEDING?
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The rate bases proposed by all parties in the case are as follows:

FENNEMORE CRAIG
A PROFESSIONAL CORPORATION

PHOENIX

A.

A.

A.

2



OCRB/FVRB 1

Company-Rebuttal $ 3,716,649

Staff- Surrebuttal S 3,365,416

RUCO - Surrebuttal $ 3,680,911

Company Rejoinder $ 3,682,905

Q- WHY IS THE COMPANY'S REJOINDER PROPOSED RATE BASE

LOWER THAN ITS REBUTTAL PROPOSED RATE BASE?

Again, the reduction in the rate base is primarily due to the Company's acceptance

of RUCO's proposal for zero worldng capital.

Q- WOULD YOU PLEASE DISCUSS THE COMPANY'S REJOINDER

PROPOSED ORIGINAL COST RATE BASE, AND IDENTIFY ANY

REMAINING DISAGREEMENTS BETWEEN THE PARTIES?

The Company's rate base adjustments to OCRB are detailed on rejoinder schedules

B-2, pages 3 through 6. Rejoinder Schedule B-2, page l and 2, summarize the

Company's proposed adjustments and the rejoinder OCRB. BMSC's adjustments

to its direct OCRB have been explained in detail in my rebuttal testimony. Further

adjustments to OCRB or revisions of prior adjustments are explained below.

Q~

A. Plant in Service.

STARTING WITH PLANT-IN-SERVICE, PLEASE DISCUSS THE

COMPANY'S REJOINDER PROPOSED UTILITY PLANT-IN-SERVICE

ADJUSTMENTS TO ORIGINAL COST RATE BASE.

BMSC and RUCO are in agreement on a plant-in-service balance of $11,646,544.

Staff recommends a slightly lower plant-in-service balance of $1l,607,919. The

difference is the Company's proposed inclusion of an odor control unit costing
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26 1 The parties agree to use OCRB and FVRB in this rate case.
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$38,625 that was transferred from Litchfield Park Service Company ("LPSCO").

Staff recommends disallowing this cost because it has not verified the cost as of its

surrebuttal filing?

Q- HAS STAFF RECOMMENDED REMOVING THE COST OF THE ODOR

CONTROL UNIT FROM PLANT-IN-SERVICE IN THE PENDING LPSCO

A.

RATECASE?

Yes, because the unit was transferred to Bmsc.' The positions of two Staff

auditors on the same piece of plant are contradictory.4

Q,

B. Accumulated Depreciation.

HAS THE COMPANY MADE ANY ADDITIONAL ADJUSTMENTS TO

ACCUMULATED DEPRECIATION?

A. Yes. Shave made a small correction to accumulated depreciation of $482 related to

the odor control unit discussed above. I have also made a small correction to

accumulated depreciation of $2,127 for the New Trade Center Lift Station in order

to match RUCO's proposed additional deprecation. These changes are reflected in

the Company's B-2 adjustment 2 - D on Rejoinder Schedule B-2, page 3.

Q, PLEASE IDENTIFY THE PARTIES' RESPECTIVE PROPOSED

ACCUMULATED DEPRECIATION BALANCES AND IDENTIFY THE

DIFFERENCES BETWEEN THE PARTIES?

A. The Company recommends an accumulated depreciation balance of $5,725,275,

Staff recommends an accumulated depreciation balance of $5,714,l43, and RUCO

recommends an accumulated depreciation balance of $5,726,261. The roughly

$11,000 difference in the accumulated depreciation balances between Staff and the
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z See Surrebuttal Testimony of Crystal S. Brown ("Brown Sb.") at 3.

3 See Direct Testimony of Jeffrey M. Michlik in Docket SW~01428A-09-0103 at 8.

4 See also Rejoinder Testimony of Gregory S. Sorensen ("Sorensen Rj.") at 12-13.
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Company arises for three reasons. First, Staff includes post test year plant from the

prior rate case totaling $85,699 in the starting plant balance of plant-in-service

when re-computing accumulated depreciation.5 This error causes additional

accumulated depreciation of $2,142.

Q- WHY DO YOU BELIEVE THIS IS AN ERROR?

A. Because the post test year plant is placed into service in the year following the test

year and therefore it is not included in the starting balance of plant, but rather as an

addition in the following year. The first year that plant is placed into service there

should be only one half the depreciation (using half-year convention). But, by

virtue of including this plant in Staffs starting balance, Staff computes a full year

of depreciation on the first year this plant was placed into service. In the prior rate

case neither Staff nor the Company proposed to include any additional depreciation

related to post test year plant in accumulated depreciation, and the Commission

approved accumulated depreciation balance in the last case did not include

depreciation on post test year plant.6 If the Commission intended to treat this plant

as having been placed into service during the last test year, it would have included

a half year of depreciation in the accumulated depreciation balance that was

approved. As a consequence, Staff"s accumulated depreciation balance is over

stated by $2,142.

Q- THANK YOU. WHAT ABOUT THE SECOND AND THIRD FACTORS

CAUSING THE DIFFERENCE IN ACCUMULATED DEPRECIATION

BETWEEN THE COMPANY AND STAFF?
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5 Brown Sb. at 5.

6 See BMSC Final Schedule B-2, page 3 and Staff Final CsB-0b in Docket SW-0236lA-05-0657.
The only accumulated depreciation adjustment for post test year plant was for the retirement of a
chlorinator that was replaced by a new chlorinator included in post test year plant. There was no
accumulated depreciation added for the new chlorinator

FENNEMORE CRAIG
A PROFESSIONALConponAtlot~



9

A. The second item is accumulated depreciation related to the odor control unit that

was transferred from LPSCO to BMSC and discussed previously. Staffs

accumulated depreciation balance does not reflect $11,148 of accumulated

depreciation because Ms. Brown refuses to include this plant in rate base.

The third item is the additional depreciation of $2,127 the Company

includes in the accumulated depreciation related to the New Trade Center Lift

Station.

Q. WHAT MAKES UP THE SLIGHT DIFFERENCE BETWEEN THE

COMPANY AND RUCO WITH RESPECT TO ACCUMULATED

DEPRECIATION?

Q-

A.
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Q.

The difference between the accumulated depreciation balances is $986 and appears

to be related to additional depreciation on the odor control unit transferred from

LPSCO that is contained in RUCO's computation. RUCO has already accounted

for the $11,148 of accumulated depreciation at the end of the test year and should

not have added more. The remaining $20 difference is unidentified at this time.

C. Deferred Income Taxes.

HAS THE COMPANY MADE ANY ADDITIONAL ADJUSTMENTS TO

DEFERRED INCOME TAXES?

Yes. The Company has increased the deferred income tax ("DIT") balance

slightly, from $194,898 to $195,906 or approximately $1,008. This is due to the

change in the Company's proposed accumulated depreciation balance as discussed

above. This change is reflected in Company B-2 adjustment 5 as shown on

Rejoinder Schedule B-2, page 6.

ARE RUCO AND THE COMPANY IN AGREEMENT ON THE

DEFERRED INCOME TAX BALANCE?
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A. We are in material agreement. RUCO proposes a DIT balance that is

approximately $795 lower at $194,898.7 However, in its surrebuttal filing, RUCO

agreed to the Company's rebuttal proposed DIT and revised its recommended DIT

to match BMSC's rebuttal amount. RUCO has not yet had a chance to review the

Company rejoinder proposal.

DOES STAFF CONTINUE TO PROPOSE A DIT BALANCE?

Q- DOES BROWN OFFER EVIDENCE TO SUPPORT HER

A.
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No. Staff has reduced its recommended DIT balance to zero.8

WHY?

Because Ms. Brown erroneously asserts that because the net DIT balance in the

instant case is an asset rather than a liability, that there is either an error in the

computation or that there is some unusual treatment of depreciation expense by the

Commission or the IRS.9

ms. ANY

CONCLUSION?

None, she simply assumes an erroneous result because a mathematical calculation

produced a particular result. Ironically, a similar argument was made by RUCO in

the Company's prior rate case and rejected by this Commission.10 RUCO asserted

that utilities "unfailingly create net deferred tax liabilities."u

explained in the prior rate case, "when a significant amount of plant has been

financed with CIAC and AIAC, or when there are net operating losses, DIT assets

However, as I

7 See RUCO Surrebuttal Schedule RLM-2.

8 Brown Sb. at 9.

9 Id. at 8.

10 See Decision No. 69164 at 6.

11Id.
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3I°€ Cgmm0n 7,12 Amazingly, in that case, Ms. Brown agreed with my calculation of

a deferred tax asset.13

Q- ARE YOU USING THE SAME METHOD TO COMPUTING DITS AS YOU

USED IN THE PRIOR RATE CASE?

A. Yes, except that it is updated to the end of the test year in the instant case. This is

not "art," it is math. I simply follow the requirements of the Statement of Financial

Accounting Standards No. 109 - Accounting for Income Taxes ("FAS l09"). And,

as in the last case, the computation shows a net DIT asset - the $195,906 discussed

earlier. This is not surprising since BMSC assets are still significantly funded with

CIAC and AIAC.

Q- WAS STAFF PROVIDED RELEVANT TAX DOCUMENTATION TO

VERIFY THE COMPANY'S TAX BASIS OF BMSC'S ASSETS?

A. Yes. Staff was provided the tax depreciation report from the 2007 tax return and

was provided information to bring the tax basis of assets to end of the test year. It

appears that Ms. Brown chose to ignore this information and assume facts that are

no t  in  evidence  and  ado p t  an a r gument  t ha t  was  r e jec t ed  a lr eady by t he

Commission.

Q- B U T  M S . B R OWN  C LAIMS  THER E WAS  AN  ER R OR  IN  THE

COMPANY'S DIT COMPUTATION?

A. Yes, she asserts that because the Commission does not recognize AIAC as revenue,

that only AIAC recognized for tax purposes as revenue should be included in the
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'2nd.

13rd.
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Company's DIT computation.14 This view that only AIAC recognized as income

for tax purposes creates a book-tax timing difference is simply wrong.15

Q- WHY IS THIS VIEW WRONG?

A. Because the book-tax timing difference is not created because of the recognition or

non-recognition of AIAC as revenues by the IRS. The book-tax timing difference

exists because depreciation on AIAC funded plant is recognized for book purposes,

but not recognized for tax purposes. In other words, for book purposes, a lower

taxable income is recognized because of the depreciation expense on AIAC funded

plant. But because the Company cannot recognize a depreciation deduction for tax

purposes, it pays higher income taxes as a result. Thus, a deferred tax asset is

created by this book-tax timing difference.

Q- WHY IS AIAC NOT RECOGNIZED FOR INCOME TAX PURPOSES BY

THE IRS?

A.
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Q.

The Company has no tax basis in the plant because it did not fund the plant with its

own money. This plant was filled by contributed capital from others. The

Company will receive recognition of AIAC funded plant for tax purposes when it

makes refunds and can begin to take a tax depreciation deduction. CIAC funded

plant also has no tax basis for the same reasons. The difference between AIAC and

CIAC funded plant is that for both book and tax purposes there is no depreciation

recognized for CIAC minded plant. Therefore, there is no book-tax timing

difference created for CIAC funded plant.

WHEN AIAC IS TREATED AS REVENUE FOR INCOME TAX

PURPOSES IS THE PLANT FUNDED WITH THIS AIAC RECOGNIZED

FOR INCOME TAX PURPOSES?

14 Brown Sb. at 9.

1514
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Yes. Accordingly, AIAC recognized for income tax purposes as revenue should be

excluded from the AIAC component in the Company'S DIT computation as this

plant will be recognized in both the book and tax basis plant components of the

Company's DIT computation. This is the exact opposite of the argument Staff

makes.

Q, DID STAFF PERFORM A DIT COMPUTATION OF ITS OWN?

No. Staff could have prepared its own computation from the information it was

provided. Instead, Staff simply reduced the DIT to zero.

Q- DOES THE COMPANY HAVE AIAC RELATED TO SERVICE LINE

CONNECTION FEES THAT HAS BEEN TREATED AS REVENUE FOR

INCOME TAX PURPOSES?

No. BMSC, like most wastewater utilities, does not have service line connection

fees. Service line connection fees are typically found with water utilities.

Q. WHAT IS THE NET IMPACT OF Ms. BROWN'S RECOMMENDATION

FOR DEFERRED INCOME TAXES o n THE REVENUE

REQUIREMENT?

Approximately $40,000. As it did last time, the Commission should simply reject

the position that deferred tax assets do not exist.
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Q,

D. Working Capital.

HAS THE COMPANY MADE ANY ADDITIONAL ADJUSTMENTS TO

WORKING CAPITAL?

Yes. In order to help eliminate issues between the parties, the Company is

reducing its worldng capital request to zero. Both the Company and RUCO are

now in agreement on working capital.

BUT MR. BOURASSA, ISN'T THIS ANOTHER CHANGE IN BMSC'S

POSITION ON WORKING CAPITAL?
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A. Not really. I recommended zero working capital in my direct. Then in rebuttal, in

direct response to what were serious flaws in Ms. Brown's position on working

capital, I did a lead-lag analysis that showed a small, positive amount of working

capital. Given the additional and significant errors in Ms. Brown's position on

worldng capital, I remain of the view that a zero working capital allowance is

appropriate in this rate case.

Q- HAS STAFF MODIFIED ITS RECOMMENDED WORKING CAPITAL

A.

Q-

A.

Q,

AMOUNT?

Yes. Staff has increased its recommended worldng capital amount from a negative

$127,713 in its direct filing to a negative $101,242 in its surrebuttal fi1ing.16

DID STAFF PREPARE A LEAD-LAG STUDY OF ITS OWN?

No. Ms. Brown used my rebuttal lead-lag study and modified the expense

components as well as the revenue and expense lag day components based on her

own views. However, Staff"s modifications to the lead-lag study contain at least 4

significant errors. These errors include: 1) use of a materially understated revenue

lag day, 2) the double counting of interest expense, 3) failure to reflect actual

timing of payment of expenses based on the practices of the Company in its

expense lags, and 4) failure to include rate case expense.

PLEASE DISCUSS STAFF'S ERROR IN THE COMPUTATION OF THE

REVENUE LAGDAYS.

Staff computes a revenue lag of 9.6 days by averaging the revenue lag days from

the last rate case of 7.83 days with the 11.4 days the Company proposes.17 There

are three problems with this. First, the revenue lag from the last rate case is

outdated and cannot be used unless it is shown to still be applicable. Ms. Brown
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16 See Direct testimony of Crystal S. Brown ("Brown Dt.") at 11, Brown Sb. at 17.

17 Brown Sb. at 15.
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made no attempt to reconcile nearly 5-year old customer data. Second, the revenue

lag in the last  case was computed using a sample of 10 customer bills, which is

hardly a representative sample. In the instant case, the revenue lag was computed

using thousands of customer billing records from 2008 and 2009. Third, Staff has

the customer data to compute revenue lag and should have computed a revenue lag

according to according to the method it prefers. As I will discuss later, had Staff

used the method employed in the last rate case, the revenue lag would have been

significantly higher than the 9.6 days Staff computed.

Q- HOW DO YOU RESPOND TO Ms. BROWN'S CRITICISM THAT YOU

DID MEASURE THE REVENUE LAG FROM THE MIDPOINT OF THE

SERVICE PERIOD?

A. My approach does measure the revenue lag from the midpoint of the service period

by including a service lag component in my revenue lag computation.

Q- WHAT IS REVENUE LAG AND HOW IS IT COMPUTED?
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A. Revenue lag is a term used to describe the measured period from the point  of

service to customer payment. Revenue lag days consist  of 3 components -- a

service lag, a billing lag, and a payment lag. The service lag for a water utility is

measured from the mid-point of the service period to the point in time the customer

meter is read. For a wastewater company, the service lag is measured from the

midpoint of the service period to the end of the service period. Assuming a 30 day

service period, the midpoint would be 15 days. Thus, there is a 15 day service lag.

When a wastewater company bills in advance of service, like BMSC, the service

lag is negative. Thus, the service lag component for BMSC is a negative 15 days.

The billing lag component is measured from the end of the service period to

the billing date. It  is posit ive for BMSC because it  bills customers after the

beginning of the month of service. The dollar weighted average billing lag
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APROFESSIONAL Col1p<>w.ATxo1\

Puoswrx
12



determined from the customer billing data is 4.65 days. The payment lag is

measured from the customer bill date to the customer payment date. It is nearly

always positive because customers generally do not prepay their bills. The

weighted average payment lag days determined from BMSC's customer billing

data is 21.75 days. Combined, the revenue lag is 11.40 days (-15 days service lag

plus 4.65 days billing lag and21.75 days payment lag).

Q~ IS THE 11.4 DAY REVENUE LAG CONSISTENT WITH STAFF'S

TESTIMONY ON THE TYPICAL PAYMENT PATTERN OF UTILITY

A.

CUSTOMERS?

Yes. Ms. Brown testifies that customers typically pay their bills 4 to 5 days before

the end of the service period.l8 If the midpoint of the service period is the 15"' of

the month and the revenue lag days is 11.4 days, the expected payment of the

customer bill is around the 26th or 27"' of the month (15 plus 11.4 equals 26.4).

This is within 4 to 5 days of the end of the month. ,

Q- IS STAFF'S REVENUE LAG CONSISTENT WITH ITS TESTIMONY

THAT CUSTOMERS TYPICALLY PAY THEIR BILLS 4 TO 5 DAYS

BEFORE THE END OF THE MONTH?

A. No. A revenue lag of 9.6 days implies the customer bills are paid on the 24"' or

25th of the month. Using the illustration previously, if the midpoint of the service

period is the 15"' of the month and the revenue lag days is 9.6 days, the expected

payment of the customer bill is around the 24th or 25th of the month (15 plus 9.6

equals24.6). This is 6 to7 days before the end of the month.
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26 18 Id. at 12.
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Q- RATHER THAN DETERMINING THE INDIVIDUAL COMPONENTS OF

REVENUE LAG, IS THERE ANOTHER METHOD FOR DETERMINING

A.

REVENUE LAG?

Yes. One can simply measure the period from the midpoint of service to the

customer payment date. For example, assuming a June 2008 billing, one would

assume a June 15, 2008 midpoint of service date. If the customer pays the bill on

June 27, 2008, the revenue lag is 12 days. This was the method employed by

RUCO in the last case.

Q- HAVE YOU COMPUTED THE REVENUE LAG USING THE METHOD

USED IN THE LAST CASE?

A. Yes, using the data from the instant case. The result is 12.78 days. This is

significantly higher than Staff's 9.6 days.

Q- LET'S MOVE ON TO THE SECOND ERROR IN STAFF'S LEAD-LAG

COMPUTATION. PLEASE EXPLAIN.

A.

Q-

The second error in Staff's lead-lag computation is that Staff double counts interest

expense. Ms. Brown added an interest expense component for synchronized

interest.l9 However, the Scottsdale capacity lease payment already reflects the

interest on debt. As you will recall, the Scottsdale capacity was financed, in part,

by long-term debt. In an earlier rate case, the debt service (principle and interest

payments) were treated as lease payments and included in operating expenses for

rate making purposes. By adding an additional interest expense component in its

computation, Ms. Brown is double counting interest expense.

IS THE LONG-TERM DEBT USED TO FINANCE THE SCOTTSDALE

CAPACITY THE ONLY LONG-TERM DEBT FOR THE COMPANY?
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26 191d. at 17.
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A.

Q-

Yes. So, there is no other source of interest expense to serve as the basis for the

addition of an interest expense component.

DO YOU HAVE ANY OTHER CONCERNS ABOUT STAFF'S INTEREST

EXPENSE COMPONENT?

Yes. Putting aside Staffs double counting of interest expense, Ms. Brown assumes

4 quarterly payments for interest. Debt payments (interest and principle) are made

monthly, not quarterly. There is no basis to assume quarterly interest payments.

Q- SO YOU BELIEVE STAFF'S COMPUTATION OF 91.25 EXPENSE LAG

DAYS FOR QUARTERLY INTEREST PAYMENTS IS WRONG?

Yes, because Ms. Brown does not measure expense lag from the midpoint of the

service period. The correct number of expense lag days is 46.50, not 91.25 as

suggested by Ms. Brown.20

Q- PLEASE EXPLAIN.

A. To compute the expense lag that assumes 4 quarterly payments over a year, you

begin with a service period of 12 months (January 1 to December 31). The

midpoint of the service period is June 30. The first payment is made on March 31.

Measuring the lag from the midpoint of June 30 to March 31, the expense lag is a

negative 92.5 days. The second payment is made on June 30. Measuring the lag

from the midpoint of June 30 to June 30, the expense lag is a negative 0.5 days.

The third payment is made on September 30. Measuring the lag from September

30 to the midpoint of June 30, the expense lag is a positive 93.5 days. Finally, the

fourth payment is made on December 31. Measuring the lag from December 31 to

the midpoint of June 30, the expense lag is a positive 185.5 days.
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Using the data above, the weighted average expense lag for quarterly

payments is computed as follows:

Interest
Payment

Date
Percent

of Liability
(Lead) Lag

Days
Weighted

Days

(23 . 13)March 31

June 30

September 30

December 31

25%

25%

25%

25%

-92.5

-0.5

93.5

185.5

(0.13)
23.38

46.38

46.50

Q- LET'S MOVE ON TO THE THIRD ERROR IN STAFF'S LEAD-LAG

COMPUTATION. PLEASE EXPLAIN.

A.

However, the Scottsdale Capacity lease payments

Q-

The third error in Staff computation is that Ms. Brown ignores the payment

practices of the Company to determine expense lags and instead contrives her own.

There are several examples. First, she asserts that because the debt payments for

Scottsdale capacity are treated as an operating expense, the expense lag days

should be increased to 45 because the Company proposes a 45 day expense lag for

"other operating expenses."2'

are more similar to the allocated contractual services costs than to other operating

expenses. The expense lag for allocated contractual services is 15 days.

WHY ARE THE SCOTTSDALE LEASE PAYMENTS MORE SIMILAR TO

THE ALLOCATED CONTRACTUAL SERVICES EXPENSE?
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A. Because the debt financing for the Scottsdale Capacity is paid to the parent

company. The debt payments are due on the 1st of the month following the service

period. Since the allocation occurs at the end of the month, it is similar in terms of

timing.

Q- IF BMSC INCURRED THE COSTS INCLUDED IN THE ALLOCATED

EXPENSES AS A STAND ALONE COMPANY, WOULD THE EXPENSE

LAG BE MUCH DIFFERENT THAN 15 DAYS.

No, it would likely be less because the allocated expense consists primarily of

payroll related costs that are paid by Liberty Water and its parent during the service

period" and not at the end of the service period (end of month) as is assumed in the

15 day expense lag. Using a 15 day expense lag is conservative.

Q, PLEASE CONTINUE.

A. Second, Staff used 212 days for the payment of property taxes based on an amount

used in another rate case." I do not know the circumstances under which a 212

day expense lag was used, but strictly based on the due dates for property taxes, I

find that the weighted average expense lag days is 170 days.

Q- PLEASE EXPLAIN.

A. To compute the expense lag that assumes 2 property tax payments over a year, you

begin with a service period of 12 months (January 1 to December 31). The

midpoint of the service period is June 30. The first property tax payment is due on

October 1. Measuring the lag from October 1 to the midpoint of June 30, the

expense lag is a positive 94.5 days. The second property tax payment is due on

March 1 of the following year. Measuring the lag from March 1 of the following

year to the midpoint of June 30, the expense lag is a negative 245.5 days.
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Using the data above, the weighted average expense lag for property taxes is

computed as follows:

Payment
Date

Percent
of Liability

(Lead) Lag
Days

Weighted
Days

October 1 50%

50%

94.5

245.5

47.25

122.75March 1 following
year

170.00

Q, WAIT A MINUTE, MR. BOURASSA, ISN'T THE 2ND HALF PROPERTY

TAX DUE ON MAY 1 OF THE FOLLOWING YEAR?

No. May 1 is the delinquent date. The due date is March 1. I inadvertently put the

delinquent date of May 1 in my footnote in my rebuttal lead-lag study (Rebuttal

Schedule B-5, page 2), but it is really March 1.

Q, WHEN DID THE COMPANY ACTUALLY PAY ITS 2008 PROPERTY TAX

Q-
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Q-

BILLS?

I have found that the Company paid its 2008 property taxes well in advance of the

due dates. For example, the 1511 half property tax payment for 2008 that was due on

October 1,  2008 was paid on September 12,  2008. The zlld half property tax

payment for 2008 that was due on March l, 2009 was paid on February 17, 2009.

The weighted average expense lag is 154.5 days.

WHY DIDN'T YOU USE 154.5 DAYS AS YOUR EXPENSE LAG FOR

PROPERTY TAXES?

To be conservative.

PLEASE CONTINUE.

Another example of Staff ignoring the Company's current payment practices is for

general insurance. The Company pays it s insurance annually. It  records the

18
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insurance payment as a prepaid and then expenses 1/12 of the total amount

monthly. Nevertheless, Ms. Brown set the insurance expense lag to a negative 15

days which assumes that insurance is paid monthly. This is contrary to reality.

Q, LET'S MOVE ON TO THE FOURTH ERROR IN STAFF'S LEAD-LAG

COMPUTATION. PLEASE EXPLAIN.

A.

Q-

A.

The fourth error in Staffs lead-lag computation is the failure to include rate case

expense. This expense, like insurance, is paid up-front before the service period.

In fact, rate case expense is paid well in advance of service because it is recovered

over several years. In the instant case, the proposal is for a 3 year recovery. Rate

case expense is a cash outlay requiring working cash capital and should not be

ignored in a lead-lag study.

WHY DOES STAFF EXCLUDE RATE CASE EXPENSE?

Staff removed rate case expense so that customers would not be required to pay a

rate of return on any portion of rate case expense.24 This is not a valid reason. The

cash outlays for rate case expense tie up cash until recovered. Accordingly, it

should be included in a cash working capital computation.

Iv.

Q-

INCOME STATEMENT

WOULD YOU PLEASE DISCUSS THE COMPANY'S PROPOSED

ADJUSTMENTS TO REVENUES AND EXPENSES AND IDENTIFY ANY

ADJUSTMENTS YOU HAVE ACCEPTED FROM STAFF AND/OR RUCO?

A. The Company's rejoinder adjustments are detailed on Rejoinder Schedule C-2,

pages 1-20. The rejoinder income statement with adjustments is summarized on

Rejoinder Schedule C-l, page 1-2. The Company's revenue and expense

adjustments to the direct filing adjusted test year results have been explained in
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detail in my rebuttal testimony. Further adjustments to revenue and expenses or

revisions of prior adjustments are explained below.

Q.

A. Depreciation Expense

HAS THE COMPANY PROPOSED ANY CHANGES TO DEPRECIATION

A.

EXPENSE?

No. The Company continues to propose depreciation expense of $243,986.25

Q- HOW DO THE PROPOSED LEVELS OF DEPRECIATION EXPENSE

DIFFER BETWEEN THE PARTIES?

A. All the parties use account specific depreciation rates. Both the Company and

RUCO agree on the level of depreciation expense of $243,986. Staff proposes a

lower level of depreciation expense of $234,035. Staff's depreciation expense is

lower for two reasons. First, Staff does not include the costs of the odor control

unit, as discussed earlier. Second, Staff uses an overstated composite rate for

computing amortization of CIAC. Staff computes the composite rate using only

depreciable plant.26 But the composite rate should reflect all plant, not just

depreciable plant. Non-depreciable assets, such as land, can be funded with CIAC

and so land costs should be included. Under the concept of using a composite rate

for amortization of CIAC, a key assumption is that CIAC is used to fund all plant,

not just depreciable plant.

Q-

B. Propertv Taxes

IS STAFF NOW IN AGREEMENT WITH THE COMPANY ON THE

PROPERTY TAX ASSESSMENT RATIO?
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25 See Rejoinder Schedule C-2, page 1.

26 See Staff Surrebuttal Schedule CSB-26.
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A. Yes. Staff has adopted the Company proposed assessment ratio of 21%.27

parties' recommended expense level is~ different due to different revenue

requirements, but there is no dispute over the methodology and inputs to determine

property taxes .

Each

Q.

C. Purchased Wastewater Treatment

HAS THE COMPANY PROPOSED A CHANGE TO PURCHASED

WASTEWATER TREATMENT IN ITS REJOINDER FILING?

A. Yes. The Company is proposing two corrections to purchased wastewater

treatment. The first correction is to reduce the Scottsdale treatment cost from

$2.61 per 1,000 gallons to $2.60 per 1,000 gallons. This change is reflected in

adjustment number 4 as shown on Rejoinder Schedule C-2, page 5. The second

correction is to the annualization of purchased wastewater treatment. This change

is reflected in adjustment number 5 on Rejoinder Schedule C-2, page 6.

Q- PLEASE IDENTIFY STAFF AND RUCO'S POSITION ON THE

SCOTTSDALE TREATMENT COST AND THE LEVEL OF PURCHASED

WASTEWATER TREATMENT?

A. RUCO and the Company propose wastewater treatment expense that is within $1

of each other at $335,513 and $336,514, respectively. Staff proposes $3383380 for

purchased wastewater treatment expense. This is because Ms. Brown adopted the

Company's rate of $2.61 per 1,000 gallons from the Company's rebuttal tiling."

This was the rate that was provided to the Company by the City of Scottsdale at the

time. After further inquiry with the City of Scottsdale, it turns out the rate was

l cent too high and should be $2.60 per 1,000 gallons.
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Q-

Q-

Q.

Q-

D. Testing Expense

PLEASE DISCUSS THE DIFFERENCE BETWEEN THE PARTIES WITH

RESPECT TO TESTING EXPENSE?

Both RUCO and the Company are in agreement on the level of testing expense."

Staff rejects the Company's additional testing expense that is necessary to comply

with the City of Scottsdale's requirements." Mr. Sorensen addresses this issue in

greater detail in his rejoinder testimony.

E. Bad Debt Expense

PLEASE DISCUSS THE DIFFERENCE BETWEEN THE PARTIES WITH

RESPECT TO BAD DEBT EXPENSE?

The Company proposes bad debt expense of $14,374. Staffs proposed level of

bad debt expense at this stage of the proceeding is $7,895. While Staff has not

adopted the Company's adjustment to bad debt expense in its surrebuttal filing,

Ms. Brown is seeking additional documentation, and therefore may change her

position."

DOES STAFF AGREE THAT BAD DEBT SHOULD INCLUDE TEST

YEAR RELATED WRITE-OFFS?

Y€S.33

WHAT IS RUCO'S POSITION ON BAD DEBT EXPENSE?

Thus far, RUCO has not proposed to adjust the test year bad debt expense.34

RUCO's proposed level of bad debt expense is $11 ,962.
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z9 See Surrebuttal Testimony of Rodney L. Moore ("Moore Sb.") at 16.

30 See Surrebuttal Testimony of Dorothy Hains ("Hains Sb.") at 4, Brown Sb. at 21

31 Sorensen Rj. at 11-12.

32 Brown Sb. at 23 .

33 Id.
34 Moore Sb. at 5.
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Q-

Q-

Q-

Q.

F. Rent Expense

DOES STAFF NOW AGREE WITH THE COMPANY ON THE LEVEL OF

RENT EXPENSE?

Yes.35 All of the parties now agree on a rent expense of $38,362.36

G. Chemical Expense

DOES STAFF NOW AGREE ON THE LEVEL OF CHEMICAL EXPENSE

PROPOSED BY THE COMPANY?

Yes.37 All the parties now agree on chemicals expense of $40,813.38

H. Contractual Services- Bonuses

DOES STAFF CONTINUE TO DENY RECOVERY OF BONUSES PAID

DURING THE TEST YEAR?

Yes.39 But this is really an operations issue now, so BMSC's position is addressed

by Mr. Sorensen in his rejoinder testimony.40

I. Contractual Services- Central Office Costs

PLEASE COMMENT ON STAFF'S SURREBUTTAL TESTIMONY

CONCERNING CENTRAL OFFICE COSTS?

Ms. Brown claims that the central office costs allocated to BMSC exist solely to

benefit investors because APIF is a for-profit enterprise." This is an extreme and

distorted view of the role of APIF.
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36 Id., Moore Sb. at 13.

37 Brown Sb. at 21.

38 Id., Moore Sb. at 14.

39 Brown Sb. at 24-25.

40 Sorensen Ry. at 13-14.

41 Brown Sb. at 27.
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Q- YOU BETTER EXPLAIN THAT TESTIMONY MR. BOURASSA.

APIF now owns and operates some 71 different assets in North America. APIF

oversees these subsidiary companies in a manner intended to ensure proper and

cost efficient management of these assets, individually and collectively. And yes,

it seeks a profit. So what? But for that pursuit of a profit through the efficient

operation of utility subsidiaries like BMSC and others, APIF would not need to

exist.42 Under Ms. Brown's view, a for-profit enterprise would not spend money to

make its business operate efficiently and cost effectively. This is not how

businesses in the real world operate. And the fact of a profit-motive does not mean

ratepayers are not benefiting.

Q- IS IT MORE REASONABLE TO USE A SHARED SERVICES MODEL

UNDER THE OWNERSHIP OF A PARENT COMPANY WITH MORE

THAN ONE SUBSIDIARY THAN TO HAVE EACH SUBSIDIARY INCUR

COSTS ON A STAND ALONE BASIS?

A. Yes. The reason should be clear. When costs are shared, no individual entity

incurs the full cost of the shared service while at the same time achieving the same

or higher level of benefit as would be achieved by the individual entity alone. I

believe Ms. Brown will also agree that, where possible, a shared services model is

more reasonable and cost effective than a stand-alone model.43

Q. CAN YOU PROVIDE AN EXAMPLE?
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A. I believe I already have. In my rebuttal testimony, I pointed out that the allocated

cost for audit services to BMSC was less than $7,700.44 On a stand-alone basis this

42 See also Rebuttal Testimony of Thomas J. Bourassa .- Rate Base, Income Statement and Rate
Design ("Bourassa Rb.") at 18-23 (discussing the nature and benefits of the management of APIF
to both BMSC and its rate papers).

43 Transcript from June 20, 2006 hearing at 778-779, Black Mountain Sewer Corporation, Docket
No. SW-02361A-_5-0657.

44 Bourassa Rb. at 21.

FENNEMORE CRAIG
A PROFESSIONAL Coli>onArlor~

PHOENIX

A.

24



cost would be at least $20,000.45 Also in my rebuttal testimony, I pointed out that

the allocated cost to BMSC for tax services is less than $2,000.46 On a stand-alone

basis this cost would be at least $5,000.47 These are just ready examples, because

these services have been criticized by Ms. Brown, but there are others as well.

Q. BUT ms. BROWN SAYS BMSC IS NOT REQUIRED TO HAVE AN

AUDIT?

A. BMSC would likely be required to have an audit if it were to raise capital on its

own. The terms of debt or equity issuances would likely require it. So although it

doesn't need one today, if it were standalone and needed capital it probably would

need one. Putting that aside, BMSC wasn't "required" to work with its various

customer groups to become a better corporate citizen in its community either, nor is

it strictly required by its contract to conduct additional testing. But this does not

mean these things are not reasonable and appropriate. Stand-alone small utilities

often cannot afford things like audits or the services of qualified tax professionals,

but this does not mean that they would not benefit. In fact Staff and RUCO benefit

when these professionals improve the utility's record-keeping. In other words, just

because a stand-alone utility cannot afford something also does not mean if it could

it does provide a benefit.

In short, a well run utility is a benefit to ratepayers, and the costs allocated

by APIF to its subsidiaries are the costs needed to operate a well-run utility. They

should not be excluded just because they were incurred by a for-profit shareholder

as part of a shared services model. And that is Ms. Brown's only real reason for

removing more than $25,000 from the Company's operating expenses.
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Q, ARE THE COSTS RELATED TO THE APIF CENTRAL OFFICE

SIMILAR IN NATURE TO CORPORATE COSTS ALLOCATED TO

OTHER UTILITIES IN ARIZONA WHO ARE OWNED AND OPERATED

BY PARENT COMPANIES?

A. Yes. Chaparral City Water Company ("CCWC"), for example, is allocated similar

costs in the corporate allocation from American States Water Company

("American States") through Golden State Water Company. In the recent CCWC

rate case (Decision), the corporate allocation pool was over $34 million of which

CCWC was allocated approximately $1 .3 million (approximately 4%). Among the

costs in the allocation pool used in the CCWC case were costs for corporate office

rent, office expense, management, accounting and financial services (tax and

audit).

Q- DID STAFF RECOMMEND DISALLOWANCE OF THESE CORPORATE

COSTS ALLOCATED TO CCWC BECAUSE AMERICAN STATES IS A

FOR-PROFIT ENTERPRISE?

No.

Q- DO YOU HAVE ANY FURTHER COMMENTS?

Yes. Smaller utilities are more likely to run into operational and financial

problems. These problems were recognized in the 1999 Water Task Force

Report.48 In fact, this Commission recognized the problems of small utilities and

the benefits of consolidation within the water industry (Decision No. 62993). The

McLain Systems matter49 is a perfect example of a small mom and pop utility that

ran into significant financial and operational problems .
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48 See Interim Report of the Arizona Corporation Commission's Water Task Force, Docket W-
00000C-98-0153, October 28,1999, at 4, Decision No. 62993, November 3, 2000.

49 Decision No. 68826 (June 29, 2006).
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Q-

A.

Q-

The benefits to consolidation are numerous and the shared services models

employed by the parent company of Arizona utilities such as Liberty Water,

CCWC, Arizona-American Water, and Arizona Water, should not be discouraged

by this Commission through the disallowance of prudent, necessary, and beneficial

costs under such arrangements. The shared service model used by Liberty Water

promotes efficiency, cost control, access to capital, high quality water and

wastewater services, value-added customer service, and the long-term financial

health and stability of its utilities.

J. Contractual Services- Sewer CleaN-Up Costs

PLEASE COMMENT ON RUCO'S RECOMMENDATION TO DENY

RECOVERY OF SEWER SPILL CLEAN-UP COSTS?

RUCO continues to recommend that the Company not be allowed to recover costs

arising from the clean up of unintended discharges of wastewater.5° Both Staff and

the Company agree to include these costs in operating expenses.5l Inclusion of the

clean-up costs in operating expenses recognizes that these costs are a necessary and

recuning expense related to the provision of wastewater service. Mr. Sorensen

addresses this expense in more detail in his rejoinder testimony."

K. Contractual Sewices- Legal and SurvevCosts

PLEASE COMMENT ON RUCO'S RECOMMENDATION TO REMOVE

LEGAL AND SURVEY COSTS FROM TEST YEAR EXPENSES.

RUCO recommends removing legal and survey costs related to an easement

dispute totaling $4,723 from operating expenses.53 The Company disagrees. Legal
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expenses are incurred every year, although by nature, the cost of any particular

specific legal matter may or may not reoccur. The Company believes the test year

level of expense represents the costs it expects to incur on a going-forward basis

for legal needs.

Q-

L. Contractual Services- Aerotek

DO STAFF AND THE COMPANY CONTINUE TO DISAGREE ON THE

INCLUSION OF $42,200 OF CONTRACTUAL SERVICES EXPENSE

FROM AEROTEK IN OPERATINGEXPENSE?

Yes. Staff continues to recommend the disallowance of the $42,200 of expense

because it is included in the operating expenses of pending rate case for Lpsco.5"

Q- DO YOU KNOW WHETHER LPSCO OR THE COMPANY WAS AWARE

OF THE BOOKKEEPING ERROR THAT OCCURRED WHEN LPSCO

FILED ITS RATE CASE?

I krlow that the booldceeping error was only discovered after the LPSCO rate case

filing, so LPSCO could not make an adjustment to operating expenses.

Q- IS IT THE INTENTION OF LPSCO TO EXCLUDE THIS EXPENSE FROM

ITS OPERATING EXPENSES IN LPSCO'S PENDING RATE CASE?

Yes. The LPSCO rate case is at the rebuttal stage, and I will be tiling my rebuttal

testimony early next month. Twill make the adjustment at that time.

Q, DOES STAFF ARGUE THAT THE EXPENSE IS NOT LEGITIMATE?

No, so there is no valid reason at this point to deny BMSC recovery of a legitimate

operating expense.
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1

Q, DOES RUCO CONTINUE TO PROPOSE THE INCLUSION OF THE

$42,200IN THE COMPANY'S OPERATING EXPENSES?

A. 55Yes.

Q-

A.

M. Contractual Services - Normalization

DOES STAFF'S NORMALIZATION OF CONTRACTUAL SERVICES

EXPENSE STILL CONTAIN AN ERROR?

Yes. I pointed out that Ms. Brown erroneously includes $1,500 of capitalized

expense in her normalization adjustment computation.56 Now, Ms. Brown appears

to misunderstand the Company's testimony and believes that it did remove the

$1,500 before computing its adjustment.57 However, Staff continues to make the

error.

I will try to explain further. I agree with Staff that the $1,500 was removed

before computing its 3 year average for Contractual Services - Legal and

Engineering of $7,862. However, Staff did not remove the $1,500 before

computing its net adjustment. Staff first removed the $1 ,500 of capitalized expense

from Contractual Service - Legal and Engineering in its capitalized expenses

adjustment number 7 on Staff Surrebuttal Schedule CSB-19, line 1. The expense

was adjusted from the test year amount of $9,362 to $7,862. Subsequently, in

Staff's normalization adjustment number 8 on Staff Surrebuttal Schedule CSB-20

Staff used the $9,362 (line 31) to compute its adjustment rather than the adjusted

amount of $7,862. Hopefully, Staff will correct this error, and I apologize if my

prior testimony on this subj et wasn't clear enough.
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Q-

Q-

A.

N. Transportation Expense

DOES STAFF CONTINUE TO DISAGREE WITH THE COMPANY ON

THE TRUCK LEASE COSTS?

Y€S_58

WHAT REASONS DOES STAFF PROWDE?

Staff states several reasons.59 First, Staff asserts that because of some bold<eeping

errors made by the Company on its general ledger (e.g. failure to record odor

control unit -transfer, error in recording the Aerotek invoice) that the truck lease

costs should be disallowed. Second, Staff asserts that the truck could be

subsequently transferred to another utility, like Gold Canyon Sewer Company

("GCSC"), who then files a rate case to get double recovery. Third, the Company

did not maintain mileage logs.

LET'S START WITH STAFF'S FIRST REASON. ARE BOOKKEEPING

ERRORS FOUND DURING THE COURSE OF A RATE CASE?

In my experience, yes. Bookkeeping errors are not uncommon. One of the

elements of any rate case is a thorough examination of the books and records.

Inevitably mistakes are found. That is good because one of the goals of the rate

case process is to identify legitimate expenses that are included in the cost of

service and rates. In other words, errors occur and this is the best time to find them

and fix them. But a readily correctible booldceeping error should not be the basis

for the exclusion of a legitimate expense. Mr. Sorensen addresses Staffs second

reason in his rej binder testimony.6°

1

2

3

4 1 A.

5 Q.

6 A.

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

58 Brown Sb. at 32.

59 Id. at 32-33.

60 Sorensen Rj. at 14-15.
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Q-

A.

CAN YOU ADDRESS STAFF'S THIRD REASON PLEASE?

The IRS does not require mileage logs to be kept unless the vehicle is used for

personal and business. The function of a mileage log for IRS purposes is to help

establish business use percentage. The State of Arizona is required to keep mileage

logs on its vehicles because the vehicles are part on an interagency vehicle pool.

Without the logs, the State would not know how to allocate vehicle expense among

its agencies. The evidence in the instant case is that the truck is used exclusively

by BMSC, so there is no need to maintain mileage logs. There is simply no reason

to exclude this expense.

Q-

O. Income Taxes

PLEASE DISCUSS THE POSITIONS OF THE PARTIES WITH RESPECT

TO THE COMPUTATION OF INCOME TAXES?

A. Staff has now excluded the Scottsdale Capacity lease costs from expense when

computing its income taxes. This treatment is now consistent with the Company

and the prior decision.61 RUCO, on the other hand, has not computed income taxes

consistent with the prior decision.62 Indeed, RUCO expressly rejects the

Commission's prior ratemaking treatment.

Q, ON WHAT BASIS?

A. RUCO asserts that the Scottsdale Capacity lease costs are like any other operating

expense and do not require further treatment for tax purposes.64

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

61 Decision No. 69164 at 9.

62 Moore sh. at 17.

63 Id.

64 Id.
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Q,

A.

PLEASE RESPOND.

The Scottsdale Capacity leases costs are not like other operating expenses because

they are in reality debt payments and RUCO knows this to be the case from the last

rate cases for the Company. Mr. Moore should also know that only the interest

portion of the debt payment is tax deductable, The income tax treatment provided

in the prior case insures the Company will be provided with the full debt service

payment after tax.

RUCO's position on income tax treatment should be rejected by the

Commission, just as RUCO's position of eliminating the Scottsdale Capacity costs

from operating expense was rejected in the prior decision.65 Even before the last

rate order,66 the Commission concluded that the debt service on the debt financing

for the Scottsdale Capacity should be treated as an operating expense. RUCO

sought to change this treatment in the last rate case and its recommendation was

rejected.67 What RUCO is doing now is seeking a second bite at the apple in order

to reduce the revenue requirement for BMSC. This effort should again be rejected.

RATE DESIGN

WHAT ARE THE COMPANY'S REJOINDER PROPOSED RATES?

The proposed rates are:

Residential Charge:

Commercial .... Std. Rate (Per ga1lon)68 :

Commercial -- Special Rate (Per gal1on)69:

$72.23

$028957

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16 v.
17 Q.
18 A.
19
20
21
22
23
24
25
26

65 See Decision No. 69164 at s.
66 See Decision No. 59944, January 4, 1997.
67 14.
68

flows set forth in Engineering Bulletin No. 12, Table l, published by the Arizona Department of
Environmental Quality (June 1989).

Per prior Commission order, commercial wastewater flows are based on the average daily
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B-H Enterprises (7518 Elbow Bend West)

B-H Enterprises (7518 Elbow Bend East)

N/A

N/A

N/A

$028957

N/A

N/A

$028957

N/A

$028957

N/A

N/A

5028957

$028957

N/A

for reclaimed (non-potable) water is $150 per

Barb's Pet Grooming

Boulders Resort

Carefree Dental

Ridgecrest Realty

Desert Forest

Desert Hills Pharmacy

El Pedegral

Lemon Tree

Body Shop

Spanish Village

Boulders Club

Anthony Vuitaggio

In addition, the proposed charge

acre-foot.

Q- DOES STAFF CONTINUE TO RECOMMEND SPECIAL RATES?

A.
70 . . . . . . . 71

Yes. Mr. Sorensen addresses thls issue in his rejoinder testimony.

1

2

3
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17
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23

24

25

26

69 Per prior Commission order, wastewater flows are based on Engineering Bulletin No. 12, Table
1. A one-bedroom dwelling is assumed to generate 200 gallons per day, each additional bedroom
is assumed to generate an additional 100 gallons per day.

70 Brown sh. at 35.
71 Sorensen Rj. at 3-4.
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Q- HAS STAFF REVISED ITS RECOMMENDATION FOR THE EFFLUENT

A.

RATE?

Yes. Staff agrees with the Company to set the effluent rate to $150 per acre foot or

$0.46051 per thousand gallons. All the part ies are now in agreement  on the

proposed effluent rate.

Q, DOES STAFF RECOMMEND THE APPROVAL OF A HOOK-UP FEE?

A. N0.73 However ,  Staff has proposed an alt ernat ive in case the Commission

disagrees with Staff.74

Q, H A S  TH E C O M PA N Y  M O D IFIED  ITS P R O P O S AL  F O R  H O O K- U P

FEES?

Yes. The Company has revised its proposed HUF fees to match Staff' s schedule of

fees in Exhibit 1 of Ms. Hains' surrebuttal testimony. Mr. Sorensen addresses the

Company's position in more detail in his rejoinder testimony.

Q- DOES THAT CONCLUDE YOUR TESTIMONY?

A. Yes.

1

2

3

4

5

6

7

8

9
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11
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13

14
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17
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20
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22

23

24

25

26

72 Brown Sb. at 36.

73 Hains Sb. at 1.

74 Id. at 2.

75 Sorensen Rj at 10-11.
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Rejoinder Schedule A-1
Page 1
Witness: Bourassa

Line
NQ*

Fair Value Rate Base $ 3,682,905

Adjusted Operating Income (128,486)

Current Rate of Return -3.49%

Required Operating Income s 456,680

Required Rate of Return on Fair Value Rate Base 12.40%

Operating Income Deficiency

Gross Revenue Conversion Factor

$ 585,166

1 .6286

Increase in Gross Revenue Revenue Requirement $ 953,002

Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase

$
$
$

1,580,170
953,002

2,5335172
60.31%

Customer
Classification

Present
Rates

Proposed
Rates

Dollar
Increase

Percent
Increase

Residential
Commercial (Standard Rate)
Commercial (Special Rate)
Effluent Sales

$ 1 ,077,880
378,678
98,964
15,917

$ 1,705,856
599,266
198,820
19,578

$ 627,976
220,588
99,856

3.661

58.26%
58.25%

100.90%
23.00%

Annualization 2,145 3,395 1,250

Subtota I $ 1,573,584 $ 2,526,915 $ 953,331

58.26%
0.00%

60.589

Other Wastewater Revenues
Reconciling Amount H-1 to C-1

6,915
(329)

6,915
(658)

0.00%
100.00%

Total of Water Revenues $ 1,580,499 $ 2,533,830 $

(329)

953,002 60.30%

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48

SUPPORTING SCHEDULES:
Rejoinder B-1
Rejoinder C-1
Rejoinder C-3
Rejoinder H-1



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Summary of Rate Base

Exhibit
Rejoinder Schedule B-1
Page t
Witness: Bourassa

Original Cost
Rate base

Fair Value
Rate Base

Gross Utility Plant in Service
Less: Accumulated Depreciation

$ 11 ,64G,544

5,725,275
$ 11 ,646,544

5,725,275

Net Utility Plant in Service $ 5,921 ,269 $ 5,921 ,269

Less:
Advances in Aid of

Construction
Contributions in Aid of

Construction
Accumulated Amortization of CIAC

1,711,260 1,711,260

5,232,139
(4,214,384)

5,232,139
(4,214,384)

Customer Meter Deposits
Deferred Income Taxes & Credits

94,290
(195,906)

94,290
(195,906)

Plus:
Unamortized Finance
Charges

Deferred Regulatory Assets
Allowance for Working Capital

389,035 389,035

Total Rate Base $ 3,682,905 $ 3,682,905

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

SUPPORTING SCHEDULES:
Rejoinder B-2

RECAP SCHEDULES:
A-1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Original Cost Rate Base Proforma Adjustments

Exhibit
Rejoinder Schedule B-2
Page 1
Witness: Bourassa

Actual
at

End of
Test Year

Proforma
Adjustments

Amount

Adjusted
at end

of
Test Year

Gross Utility
Plant in Service $ 11,357,735 288,809 $ 11,646,544

Less:
Accumulated
Depreciation 5,625,025 100,250 5,725,275

Net Utility Plant
in Service $ 5,732,710 $ 5,921 ,269

Less:
Advances in Aid of
Construction $ 1 ,457,009 254,251 $ 1,711,260

Contributions in Aid of
Construction (CIAC) 5,232,139 5,232,139

Accumulated Amortization of CIAC (4,214,384) (4,214,384)

Customer Deposits
Deferred Income Taxes

94,290
(170,554) (25,351)

94,290
(195,906)

Plus:
Unamortized Finance

Charges
Deferred Regulatory Assets
Allowance for Working Capital

389,035 389,035

Total $ 3.723,245 $ 3,682,905

Line
No.
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44

SUPPORTING SCHEDULES:
Rejoinder B-2, pages 1-6

RECAP SCHEDULES:
Rejoinder B-1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Original Cost Rate Base Proforma Adjustments
Adjustment Number 3

Exhibit
Rejoinder Schedule B-2
Page 5
Witness; Bourassa

Advances in aid of construction

Test Year
Adjusted
Balance Adiustment

Rejoinder
Test Year
Adjusted
Balance

$ 1,457,009 254,251 1 $ 1,711,260

1 Line Extension Agreement for New Trade Lift Station

Line
No,
1
2
3
4
5
6
7

8
9
10
11
12
13
14
15

16
17
18
19
20
21
22
23
24

SUPPORTING SCHEDULE
See Testimony
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008
Computation of Working Capital

Exhibit
Rejoinder Schedule B-5
Page 1
Witness: Bourassa

Cash Working Capital .. Lead-Lag Study
Prepayments (Excluding Prepaid Insurance)
Materials 8. Supplies

$ 5,252
8,292

Total Working Capital Allowance $ 13,544

Working Capital Requested $

Line

9 &
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17

SUPPORTING SCHEDULES:
Rejoinder B-5, page 2

RECAP SCHEDULES:
Rejoinder B-1



Black Mountain Sewer Corporation
Lead/Lag Study

Cash Working Capital

Exhibit
Rejoinder Schedule B-5
Page 2
Witness: Bourassa

A B C D E

Description

(A)

Proforma
TY

Expense

(B)

Revenue
Lag

Davs'

(C)

Expense
Lag

Davs

(D)

Net
Lag
Davs
(E)

Lead/Lag
Factor

(Col. E/365)

(F)

F
Cash

Working
Capital

Required

(Col. B X Col. F)

(G)

Salaries and Wages
Net Pay
Income Taxes Vlhthheld
Payroll taxes V\hthheld

NA
NA
NA

NA
NA
NA

NA
NA
NA

NA
NA
NA

Pensions and Benefits NA NA NA NA

Purchased Powers 54,690 12.87 39.79 (26.92) -0.07375 (4,033)

Purchased Wastewater Treatment' 336,514 12.87 38.01 (25.14) -0.06887 (23,176)

Rents- Bundmg" 38,262 12.87 (15.00) 27.87 0.07636 2,922

Scottsdale Capacity Lease' 164,522 12.87 15.00 (2.13) -0.00584 (961)

Contractual Services - Allocated Expenses 514,028 12.87 15.00 (2.13) -0.00584 (3,002)

76,667 12.87 (360.00) 372.87 1.02156 78,320Regulatory Commission Expenses

aInsurance 18,704 12.87 (180.00) 192.87 0.52841 9.883

Other Operating Expensesg 201,953 12.87 45.00 (32.13) -0.08803 (17,778)

Taxes
Employer's Payroll Taxes
Property Taxes'°
income Taxes"

32,851

345,898

NA

12.87

12.87

NA

170.00

37.00

NA
(157.13)
(24.13)

NA

-0.43049

-0.06611

(14,056)

(22,867)

Line

1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52

Total Cash Working Capital $ 5,252

1 Computed from customer billing data. Measured from midpoint of service period to customer payment date. See testimony
z Power bill expense lag days equals 15 days to mid-point of service period plus 24.79 days from billing date to the paid date.
3 Wastewater treatment expense lag days equals 15 days to mid-point of service period plus 23.01 days from billing date to the due date.
4 Rents - building payment due 1st of month of serivce period. Expense lag days equals -15 days to mid point of service period.
5 Scottsdale lease (debt) payment due 1st of month following service period. Expense lag days equals 15 days to mid point of service period.
e Contractual Semites allocation lag days equals 15 days to mid-point of service period.
7 Rate case expense lag days is paid before new rates are put into effect and recovered over 3 years. Weighted average expense lag days is -36(
a Insurance is paid once annually. Expense lag days equals weighted average expense lag days is -270 days.
9 Other operating expenses (excludes depreciation, amortization, purchased power, wW treatment, Scottsdale capacity lease, property taxes,

rent - buliding, insurance, allocated contractual services, and income taxes. Lag days equals 15 days to mid-point of service period plus average
30 days to due date of bill.

10 Property tax expense lag days equals the weighted average lag days for payment of property taxes due on Oct 1 of current year
and March 1 of following year. See testimony.



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Income Statement

Exhibit
Rejoinder Schedule C-1
Page 1
Witness: Bourassa

Test Year
Book

Results Adjustment

Test Year
Adjusted
Results

Proposed
Rate

Increase

Adjusted
with Rate
Increase

Revenues
Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues

$ 1,557,337
15,917
6,916

$ 1,580,170

$ $ $ 953,002 s

$ $

1,557,337
15,917
6.916

1,580,170 s  953,002 $

2,510,339
15,917
6,916

2,533,172
Operating Expenses

$ - s
1,259

$

3.324

37,354
12,094

(39,015)

18,432

16,667

Salaries and Wages
Purchased Wastewater Treatment
Sludge Removal Expense
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Contractual Services
Contractual Services- Testing
Contractual Services - Other
Equipment Rental
Rents - Building
Transportation Expenses
Insurance - General Liability
insurance Other
Regulatory Commission Expense
Miscellaneous Expense
Bad Debt Expense
Scottsdale Capacity (Operating Lease)
Amort. of Additional Scottsdale Cap.
Depreciation and Amortization
Taxes Other Than Income
Property Taxes
Income Tax

335,255
706

54,690
928

37,489
11,224
9,362

16,955
553,043

1,863
19,830
34,445
18,704

990
60,000
20,845
11,962

164,522
48,629

224,818
(1,780)
32,414
7,760

2,412

336,514
706

54,690
928

40,813
11 ,224
46,716
29,049

514,028
1,863

38,262
34,445
18,704

990
76,667
20,845
14,374

164,522
48,629

243,986

336,514
706

54,690
928

40,813
11,224
46,716
29,049

514,028
1.863

38,262
34,445
18,704

990
76,667
20,845
14,374

164,522
48,629

243,98619,168
1.780

237
(29,710)

32,651
(21,951) 367,848

32,651
345,898

$
$

1,664,655
(84,485)

$
$

44,002 $
(44,002) $

1,708,656
(128,486)

$
$

367,848
585,154

$
$

2,076,504
456,668

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense

(67,693) (3,250) (70,954) (70,954)

Total Other Income (Expense)
Net Profit (Loss)

$
$

(67,693)
(152,178)

$
$

(3,260) $
(47,262) $

(70.954) s -
(199,440) $ 585454

$
$

(70,954)
385,714

Line

M
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
38
37
38
39
40
41

42
43
44
45
46

SUPPORTING SCHEDULES:
Rejoinder C-1, page 2

RECAP SCHEDULES1
Rejoinder A~1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 2

Exhibit
Rejoinder Schedule C-2
Page 3
Witness: Bourassa

Adjust Prooertv Taxes to Reflect Proposed Revenues: As Adjusted
Vvith Rate Inch.

$ 1,580,170
1,580,170
2,533,172
1,897,837
3,795,675

$
$

$ 14,202

Adjusted Revenues in year ended 06/30/2008
Adjusted Revenues in year ended 06/30/2008
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue, times 2
Add:
Construction Work in Progess at 10%
Deduct:
Book Value of Transportation Equipment 59,592

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

$ 3,750,285
21%

787,560
4.1459%

Computed Property Tax
Tax on Parcels

32,651
0

$ 32,651
32,414

237

Total Property Tax at Proposed Rates
Property Taxes (Adjusted Direct and Adjusted Rejoinder)
Change in property taxes $

Line
4
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33

Adjustment to Revenues and/or Expenses $ 237



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 3

Exhibit
Rejoinder Schedule C~2
Page 4
Witness: Bourassa

Expensed Plant

Contractual Services - Legal and Engineering $
Label

(1,500) pa

Contractual Services - Other $ (7,641) Cb

Adjustment to Revenues and/or Expenses $ (9,141)

Line

m
1
2
3
4
5
6
7
8
g
10
11
12

13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES
Staff Adj. #3 Schedule CSB-14
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 5

Exhibit
Rejoinder Schedule C-2
Page 6
Witness: Bourassa

Annualize Purchased Wastewater Treatment

$ 326,193
103,757
3.1438

Adjusted Year Purchased Wastewater Treatment (Scottsdale)
Gallons Treated By Scottsdale (in 1000's)
Cost per 1,000 gallons $

Additional Wasterwaier gallons (in 1,000's) from revenue annualization
Percent diverted to Scottsdale
Additonal gallons treated by Scottsdale (in 1,000's)

451
70.94%

320

Annualization of Purchased WW Treatment per Rejoinder $ 1 ,006

WWTreatment Annualization per Direct $ 1 ,002

Increase (decrease) in annualization $ 4

Adjustment to Revenue and/or Expense $ 4

Line
M

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

SUPPORTING SCHEDULE
Rejoinder C-2, page 5
Direct C~2, page 8



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 6

Exhibit
Rejoinder Schedule C-2
Page 7
Witness: Bourassa

Chemicals Expense

$ 8.169

$

6,997
1.65

$ 11,545
630

1,035
21,378

Thoigard used from July to November 2007
Sodium Hydroxide (ardor control chemical)
Gallons used during test year (approx. 7 months)
Cost per Gallons
Cost of Sodium Hydroxide
Delivery costs (14 deliveries at $45 per)
Sales tax at 8.5%
Total Cost $

$
11,995

2.05
$

Sodium Hydroxide (ardor control chemical)
Projected gallons (test year gallons annualized to 12 months)
Cost per Gallons
Total Cost
Delivery costs (24 deliveries at $32 per)
Sales tax at 8.5%
Total Cost $

24,590
768

2,155
27,513

$ 6,135

$ 2,943

increase (decrease) in Chemicals Expense per Rejoinder

Increase (decrease) in Chemicals Expense per Direct

Rejoinder increase (decrease) in Chemicals Expenses $ 3,191

Adjustment to Revenue andlor Expense $ 3,191

Line
4
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39

SUPPORTING SCHEDULE
RUCO Adj. #8 SCHEDULE R_m-12.



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 7

Exhibit
Rejoinder Schedule C-2
Page 8
V\htness: Bourassa

Annualize Chemicals Expense

$ 49,584
42,510

1.17

Test Year Chemicals plus Adjustment #6
Gallons Treated By BMSC (in 1000's)
Cost per 1,000 gallons $

Additonal Wasterwater gallons (in 1,000's) from revenue annualization 451

$ 526Additonal cost based on revenue annualization per Rejoinder

Additonal cost based on revenue annualization per Direct $ 394

Rejoinder Increase (decrease) in Chemicals Expense $ 133

Line

N . ;
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

21
22
23

Adjustment to Revenue and/or Expense $ 133



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 8

Exhibit
Rejoinder Schedule C-2
Page 9
Witness: Bourassa

Testing Expense

Revised Test Year Test Year $ 15,689

Incremental Costs Required By City of Scottsdale $ 13,360

Total Proposed testing cost per Rejoinder $ 29,049

Testing Costs per Direct $ 16,955

Increase (decrease) in Testing Costs $ 12,094

Adjustment to Revenue and/or Expense $ 12,094

Line

1
2
3
4
5
6
7
8
9
10
11
12
13
14

15
16
17
18
19
20

SUPPORTING SCHEDULES
Rejoinder C-2, page 9.1



8 .

Black Mountain Sewer Corporation
Test Year Ended June 30_ 200B

AdjustmentNumber B

Exhibit
Rejoinder Schedule C-2
Page 9.1

Line
No.

Testing Costs

Test Year Costs Co. Recommended Costs

Test name or number Tesislyr Price/test Yearly Total

cry
of Scottsdale
Incremental

Tests Tests/yr Price/test Yearlv Total

Staff
Recommended

Cos!

175
290
160

175
290
160

350
580
320

et
16

67
40

40
16
o
15

1 ,cos

s
s
s
s
s
$
$
$
s
$
s
s
s
$
s

60

40
16

224

16
5.475

16
16

128

s
s
$
s
s
s
$
s
s
s
$
$
s
$
$
$
s
$
s
$
s
$
s
s
$

40

624

2B

s
$
$
s
$
$
s
s
$
$
s
$

28

16 64
16
15
B0

16

60
16

2
2
3
3
1
3
1
2
z
2
2
59
2
1
1
2
2
4
4

259
10
4
2
2
12
12
24
2
24
35
4
4
1
1
2
1
24
1
1
1
1
2
1
1

s
s
s
s
$
s
s
s
$
s
s
s
s
$
s
s
s
$
s
$
$
$
$
$
s
s
$
$
$
s
s
s
$
$
s
s
s
s
$
s
s
s
$
$

15
17
15
17
10
10
10
10
Se
14
15
17
10
10
KG
44
15
68
32
10
10
64
52
20
12
32
BB
16
16
16
15
14
17
12
15
14
17
24
14
15
17

s
$
s
s
s
$
s
$
s
$
s
$
s
$
s
$
s
s
s

350
BD

480
44
17
44
17
Z0
19
20
19

2,124
29
15
17
20
19

224
176

3,885
680
12s
19
20

76B
624
4B0
24

76B
3,oa0

64
64
16
15
29
17

ass
15
14
17
24
29
15
17

$
s
$
s
s
$
$
$
$
s
s
s
s
$
s
$
$
$
s
s
$
s
s

s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
s
$
s
s
s
s
s
$
s
s
s
$
s
s
s
s
s
s

60

46
13

$
s

12
13

$
s

552
169

16
84
16
2
2
2
16
16
28
28
84
16
56

2
2
2
4
4

20
4
4
4
4
20
52
20
4
4
4
20
4

20
255
10
20
20
4
12
12
52
2
52
28
20
4
1
4

20
4

24
4

20
4
1
4
4
4
16
so
16
2
2
2
16
LG
2a
28
84
16
84
24
0

15
17
15
17
10
10
10
10
36
14
15
17
10
10
56
44
15
68
32
10
10
64
52
20
12
32
BB
16
16
16
15
14
17
12
15
14
17
24
14
15
17
g

38
9

320
312
160

9
14
32
32
12
9

12
13

460

350
580
320
58
67

290
67
40
38
40

192
1,872

2B8
60
66
40

192
224
880

3,825
esc
640
192
40

yes
624

1.040
24

1,s¢s4
2,464

320
64
16
60

288
67

288
60

288
67
24
58
60
67

144
3,192

144
640
624
320
144
224
896
896

1.008
144

1_00a
312

s
s
s

515 chemical water test
525- chemical water test
624- chemical water lest
Antimony, GFAA
Antimony, Total
Arsenic, GFAA
Arsenic, Tolal
Barium, total
Barium, total
Beryllium, total
Beryllium, total
BOO
Cadmium GFAA
Cadmium GFAA
Cadmium Total
Chromium, Total
Chromium, Total
Oyanide,
Cyanide, Total
Fecal Coliforms
Fecal Coliforms, SoiVsludge
Mercury
Nickel, Total
Nickel, Total
Nitrogen 2
Nitrogen 3
Nitrogen, N03N02
Nitrogen, Nitrite
Nitrogen, Total Kjeldahl
oil and Grease
Flouride
ICE Digestion
ICP-MS Digestion
Lead GFAA
Lead GFAA
Lead, Total
Ph
Selenium GFAA
Selenium GFAA
Selenium Total
Selenium- Subcontract
Thallium GFAA
Thallium GFAA
Thallium Total
Boron
c o o
Copper
VOC GC/MS 624
VOC GCIMS G25
VOC GC/MS 608
Molybdenum
Silver
Nitrate - N
Nitrite . N
TDS
Zinc
Total Suspended Solids
Total Suspended Solids
Enteric Virus monthly
Unknown Cost

$
s
$
s
$
s
s
s
s
s
s
s
s
$
$
$
s
$
$
s
$
s
s
$
$
s
$
$
s
$
$
s
s
s
s
$
s
s
s
s
$
$
s
s
$
$
s
s
s
s
$
$
s
s
$
$
s
$
s

s
$
$
$
s
$
$
s
$

364
5,520

Staff

Total 588

Oomnany

s 16.053 582 1201 s
Company

29,049 15,222 I

Toil! Recommended
Original Filing test year costs
lnaease (decrease)in Test Year Testing Costs

s
s

Is

29,049
16,955
12,094 I

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
LB
19
20
21
22
23
24
25
28
27
2B
29
30
31
32
33
34
35
36
37
so
39
40
41
42
43
44
45
46
47
CB
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
54
65
66
67
ea
69
70
71
72
73
74
75
76
77
78
79
80
al

Reconciliation
TestingCosts Per Direct
Less: Costs outside lest year
Adjusted Test Year Costs
IncrementalCOS tests required byCity of Scottsdale
Rejoirtder Testing Costs

$
$
$
s

s

16,955
(1,266)
15,689
13,360
29,045 I

1 Staff Schedule contains a math norof $860

I



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 9

Exhibit
Rejoinder Schedule C~2
Page 10
V\htness: Bourassa

Rent Expense

Additional Test Year Rent Expense $ 18,432

Adjustment to Revenue and/or Expense $ 18,432

Line

8 9
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULE
RUCO Adj. # 6 Schedule RLM-12



r .

Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 10

Exhibit
Rejoinder Schedule C-2
Page 11
Witness: Bourassa

Normalization of Maintenance, Leaai and Enqineerinq

Contractual Services - Other $
Label

(26,580) 10a

Contractual Services - Legal and Engineering (1,861) 10b

Total $ (28,441)

Adjustment to Revenue and/or Expense $ (28,441)

Line
M

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULE
Staff Adj. #4 Schedule CSB-15 (corrected for errors - see testimony)



\

Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 11

Exhibit
Rejoinder Schedule C-2
Page 12
Witness: Bourassa

Bad Debt Expense

Remove Write-offs from prior year revenues (per Staff Adj. #5) $ (4,067)

Write-offs for test year revenues occurring post test year 6,479

Total $ 2,412

Adjustment to Revenue and/or Expense $ 2,412

Line

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULE
Staff Adj. # 5 Schedule CSB-16
Testimony



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 12

Exhibit
Rejoinder Schedule C-2
Page 13
Witness: Bourassa

Remove Meals, Beverages. Charitable Contributions

Meals (per Staff Adj. # 9 Schedule CSB-20) $ (526)

Beverages (per Staff Adj. # 9 Schedule CSB-20) (907)

Charitable Contributions(per Staff Adj. # 9 Schedule CSB-20)

Total Adjustment to Contractual Services - Other $ (1 ,485)

Adjustment to Revenue and/or Expense $ (1 ,485)

Line
MQ

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

\

(52)



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 13

Exhibit
Rejoinder Schedule C-2
Page 14
Witness: Bourassa

Contractual Services

Contractual Services Costsl (per RUCO Adj. #5 Schedule RLM-12) $ 42,200

Adjustment to Revenue and/or Expense $ 42,200

Line
MCL

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

'BMSC cost incorrectly recorded on books of LPS Co. See testimony.



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 14

Exhibit
Rejoinder Schedule C-2
Page 15
VWmess: Bourassa

Taxes Other Than Income

Remove negative expense $ 1,780

Adjustment to Revenue and/or Expense $ 1,780

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES
Staff Adj. #11 Schedule CSB-22
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 16

Exhibit
Rejoinder Schedule C-2
Page 17
Witnessi Bourassa

Contractual Services

Increase in direct allocated Operations costs $ 3,474

Increase in allocated Accounting/Billing costs
Allocation Factor based on Year-end Customers

$

8.098

Increase in allocated Overhead costs
Allocation Factor based on 4-factor allocation

254,381
3.18%

$
717,339

4.52%
$ 32,446

Increase (decrease) in Contractual Services per Rejoinder $ 44,018

Increase (decrease) in Contractual Services per Direct 50,302

Increase (decrease) in Contractual Services $ (6,284)

Line
m

1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23

Adjustment to Revenue and/or Expense $ (6,284)



x

Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and Expenses
Adjustment Number 17

Exhibit
Rejoinder Schedule C-2
Page 18
Witness; Bourassa

Rate Case Expense

Rate Case Expense Request per Direct $ 180,000

Additional Rate Case Expense 50,000

Rate Case Expense Request per Rejoinder $ 230,000

Amortization Period (years) 3.00

Rate Case Expense to be included in Expense $ 76,667

Rate Case Expense per Direct $ 60,000

Increase (decrease) in Rate Case Expense $ 16,667

Line
M L
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21 Adjustment to Revenue and/or Expense $ 16,667



Black Mountain Sewer Corporation
Test Year Ended June so, 2008

Adjustment to Revenues and Expenses
Adjustment Number 18

Exhibit
Rejoinder Schedule C-2
Page 19
Witness: Bourassa

Interest Svnchronization

Fair Value Rate Base
Weighted Cost of Debt
Interest Expense

$3,682,905
1 .93°/1

$ 70,954

Test Year Interest Expense $ 67,693

Increase (decrease) in interest Expense 3.260

Adjustment to Revenue and/or Expense $ (3,260)

Weiqhted Cost of Debt Commutation

Line
No.
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

Debt

Equity

Total

$

$

$

Amount

1,010,649

3,920,456

4,931 , 105

Percent

20.50%

79.50%

100.00%

Cost

9.40%

12.40° />

Weighted

Cost

1.93%

9.85%

11 ,79%



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 19

Exhibit
Rejoinder Schedule C-2
Page 20
V\htness: Bourassa

Income Tax Computation

Test Year
Adjusted
Results

Adjusted
with Rate
Increase

Taxable Income before Scottsdale Operating Lease
Plus: Scottsdale Operating Lease
Taxable Income

$ $

$

(221,390)
164,522
(56,868) $

731,612
164,522
896,134

Income Before Taxes $ 896,134

Arizona Income Before Taxes $ 896,134

$ 62,443Less Arizona Income Tax
Rate =
Arizona Taxable Income

6.968%
$ 833,691

Arizona Income Taxes $ 62,443

Federal Income Before Taxes $ 896,134

Less Arizona Income Taxes $ 62,443

Federal Taxable Income $ 833.691

FEDERAL INCOME TAXES1
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34% BRACKET

$
$
$
$
$

Federal Income Taxes

7,500
6,250
8,500 Federal

91,650 Effective
169,555 Tax

Rate
$ 283,455 31.63%

State Income Tax Rate at Proposed Rates
Federal Effective Tax Rate at Proposed Rates
Total Federal and State Income Tax Effective Rate

6.9680%
31 .6309%
38.5989% $ 345,898

$

$

$

(56,868)
(2t,951)

7,760

Line

N i
1
2
3
4
5
6
7
8
9

10
11

12
13
14
15
16
17
18
19
20
21
22
23
24
25

26
27
28
29
30
31
32
33
34
35
36

37
38
39
40
41
42
43
44
45
46
47

Taxable Income
State and Federal Income Taxes at Effective Rate
Adjusted Test Year Income Tax per Direct
Adjusted Test Year Income Tax per Rejoinder
Increase (decrease) in Income Taxes >$ (29,710)

(21,951)
367,848



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Computation of Gross Revenue Conversion Factor

Exhibit
Rejoinder Schedule C-3
Page 1
Witness: Bourassa

Description
Federal Income Tax Factor

Percentage
of

Incremental
Gross

Revenues
31 .6309%

State Income Tax Factor 6.9680%

Other Tax Factor 0.0000%

Total Tax Percentage 38.5989%

Operating Income % = 100% - Tax Percentage 61.4011%

= Gross Revenue Conversion Factor1
Cperating Income % 1 .6286

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES: RECAP SCHEDULES:
Rejoinder A-1
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Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Analysis of Revenue by Detailed Class
Special Rate Commercial Customers Pay Standard Commerical Rate

Rebuttal Schedule H-2
Page t
V\Atness: Bourassa

Customer
Classification

Proposed Increase
Dollar Percent

Amount Amount

Average
Number of
CustoMers

at
6/30/2008

1 ,972

124

Average
Effluent

N/A
N/A

Average Bill
Present Proposed
Rates Rates

$ 45.64 $ 72.23
103.41 163.64

$ 26.59
60.24

58.260%
58.252%

$
1

1 4,323.69 103.593%

882.91 77,172%
1

1

1

1

1

1

2,355.89 10.6.335%

N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A

- N/A
_ N/A
_ N/A

4,173.74 8,497.43
- N/A
- N/A

1,144.08 2,026.99
- N/A

2,215.55 4.571 .44
1 N/A
- N/A
_ 0.28957

168.41 341.48
- N/A

179.08 106.335%

Residential
Commercial (Standard Rate)
Commercial (Special Rate)

B-H Enterprises (West)
B-H Enterprises (East)
Barb's Per Grooming
Boulders Resort
Carefree Dental
Ridgecrest Realty
Desert Forest
Desert Hills Pharmacy
EI Pedregal
Lemon Tree
Body Shop
Spanish village
Boulders Club
Anthony Vuitaggio 1

Effluent 1 3,542,780 $ 1,326.42 s 1,631.49 305,08 23.000%

Line
No.
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21

22
23
24
25

Total 2,106



\

SW-02361A-08-0609

Black Mountain Sewer Corporation
Present and Proposed Rates

Test Year Ended June 30, 2008

Exhibit
Rebuttal Schedule H-3
Page 1
V\htness: Bourassa

Line
No.

Customer Classification
Present
Rates

Present
Rates

Proposed
Rates

Proposed
Rates

Percent
Change

Monthly Charge for:
Residential $ 45.84 $ 72.23 58.26%

Commercial (Standard Rate), per gallon per day[1] 0.18298 0.28957 58.25%

Effluent Sales (per 1,000 gallons)
per acre foot

$ 122.00
per acre foot

0.37440 $ 150.00 0.46051 23.00%

Rate per
Gallon

Rate per
Gallon [21

Percent
Chance

$ 103.59%

$ 77.17%

$ 106.33%

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34

Customerl2]
B-H Enterprises
B-H Enterprises
Barb's Per Grooming
Boulders Resort
Carefree Dental
Ridgecrest Realty
Desert Forest
Desert Hills Pharmacy
EI Pedregal
Lemon Tree
Body Shop
Spanish Village
Boulders Club
Anthony Vuitaggio

Commercial (Special Rate), per gallon per day[1]
Gallons

Per Dav[1I
2,525
1,400

250
29,345
1,625

450
7,000

800
15,787

300
1,000
4,985
1,200

300

$
$
$
s
$
$
$
$
$
$
$
$
$
$

Monthly
Billir\Q

354.36
196.48

35.09
4,173,74

228.05
63,87

1,144.08
136.49

2,215.55
41 .07

176.47
699.59
168.41
46.79

0.14034
0.14034
0.14034
0.14223
0.14034
0.14193
0.16344
0.17061
0.14034
0.13891
0.17847
0.14034
0.14034
0.15597

$
s

Monthly
Billanq
N/A
N/A
N/A

8,497.43
N/A
N/A

2,026.99
N/A

4,571 .44
N/A
N/A

1,443.51
347,48

N/A

N/A
N/A
N/A
0.28957_
N/A
N/A
0.28957
N/A
0.28957
N/A
N/A
0.28957
0.28957
N/A

106_33%
106.33%

[1] Commercial wastewater flows are based on the average daily flows set forth in Engineering Bulletin 12, Table 1
published by the Arizona Department of Environmental Quality
[2] Company is proposing to set the special rate commercial customers at the same rate Ase the standard commerical rate
customers.



SW-02361A-08-0609

Black Mountain Sewer Corporation
Present and Proposed Rates

Test Year Ended June 30, 2008

Exhibit
Rebuttal Schedule H-3
Page 2
Witness: Bourassa

Other Service Charges
Establishment
Re-Establishment
Reconnection
After hours service
Min Deposit Requirement (Residential)
Min Deposit Requirement (Non-Residential)
NSF Check
Deferred Payment finance charge, Per Month
Late Payment Charge, Per Month
Main Extension Tariff [2]
Purchased Wastewater Surcharge

Present
Rates

$ 25.00
$ 25.00

no charge
N/A
[1]
[1]

10.00
1_50%
1.50%
Cost
NT

Proposed
Rates

$ 25.00
s 25.00

[4]
25.00

[1]
[1 l

10.00
1 .50%
1 .50%
Cost
[3]

$

[1] Per A.C.C. R14-2-603BResidential - two times the average bill. Non-residential - two and one-half times the average bilL

[2] Per A.C.C. R14-2-606(B)

[3] For increases in wastewater treatment costs from City of Scottsdale. See Testimony of Thomas J. Bourassa.

[4] Actual cost of physical disconnection and reconnection (if same customer) and there shall be no charge if there
is no physical work performed.

Line

MCL
1
2

34

5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33

IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM
ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE, SALES, USE, AND FRANCHISE
TAX. PER COMMISSION RULE (14-2-608.D 5).

ALL ADVANCES AND/OR CONTRIBUTIONS ARE TO INCLUDE LABOR, MATERIALS, OVERHEADS,
AND ALL APPLICABLE TAXES, INCLUDING ALL GROSS-UP TAXES FOR INCOME TAXES.

COST TO INCLUDE LABOR, MATERIALS AND PARTS, OVERHEADS AND ALL APPLICABLE TAXES.



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008
Capacity Reservation Charges

Exhibit
Rejoinder Schedule H-3
Page 3
Witness: Bourassa

Off-site Capacity Reservation Charqe (Hook-up Fee)

Lateral Service Size
4 Inch
ET Inch and larger
8 Inch
10 Inch

Present
NT
NT
NT
NT

Proposed
$ 1,734.00
$ 3,901.00
$ 6,936.00
$10,837.00

Line
No.
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

N/T = No Tariff
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FENNEMORE CRAIG, P.C.
Jay L. Shapiro (No. 014650)
Norman D. James (No. 006901)
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Phoenix, Arizona 85012
Attorneys for Black Mountain Sewer Corporation
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INTRODUCTION AND PURPOSE OF TEST1MONY.

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

On behalf of the applicant, Black Mountain Sewer Corporation ("BMSC" or the

"Company").

Q- ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT

AND REBUTTAL TESTIMONY ON RATE BASE, INCOME STATEMENT,

REVENUE REQUIREMENT AND RATE DESIGN IN THIS CASE?

Yes. My background and qualifications are discussed in my direct testimony on

those aspects of the case.

DID YOU ALSO PREPARE DIRECT AND REBUTTAL TESTIMONY ON

COST OF CAPITAL ON BEHALF OF BMSC IN THIS CASE?

Yes, I also provided direct and rebuttal testimony on the cost of capital in this case.

11. SUMMARY OF REJOINDER TESTIMONY AND THE PROPOSED COST
OF CAPITAL FOR THE COMPANY.

A. Summarv of Companv's Rejoinder Recommendation.

1 1.

2 Q.

3 A.

4

5 Q.

6 A.

7

8

9

10

11

12

13

14
15 A.

16

17

18

19 Q.

20 A.

21

22

23

24

25

26
FENNEMORE CRAIG

A.

Q,

WHAT IS THE PURPOSE OF THIS REJOINDER TESTIMONY?

I will respond as appropriate to the surrebuttal testimonies of Mr. Manrique on

behalf of Staff and Mr. Rigsby on behalf of RUCO.

HAVE YOU UPDATED YOUR COST OF CAPITAL ANALYSIS.

No. I updated my cost of capital analysis on my rebuttal testimony tiled on

October 20, 2009. I updated my cost of capital in my rebuttal testimony because

for the significant period of time between the Company's direct filing and its

A.



rebuttal tiling, I did not feel the need to provide an additional update at this time as

my rebuttal update is less than 1 month old.

Q, PLEASE SUMMARIZE YOUR RECOMMENDED REJOINDER COST OF

DEBT AND EQUITY, AND YOUR RECOMMENDED REJOINDER RATE

OF RETURN ON RATE BASE.

A. I continue to recommend a cost of equity of 12.4% based on my most recent cost of

capital analysis.  The results of my cost  of capital analysis can be found in my

rebuttal test imony.1 The Company's recommended capital structure consists of

100 percent  common equity as shown on Rejoinder Schedule D-1. While the

Company has long-tenn debt, the debt service is being treated as an operating lease

and is therefore excluded from the capital structure for purposes of computing a

weighted average cost of capital ("WACC").2 This debt does, of course, confers

risk on the Company, however, it  is risk that  cannot  be eliminated by creat ive

accounting. Based  o n my 12 .4  percent  r eco mmended  co st  o f equ it y,  t he

Company's weighted cost  of capital ("WACC") is 12.4 percent ,  as shown on

Q-

Raj binder Schedule D- 1.

B. Summarv of the Recommendations of Staff and RUCO.

PLEASE SUMMARIZE THE COST OF DEBT AND EQUITY

RECOMMENDED BY STAFF AND RUCO, AND THEIR RESPECTIVE

RECOMMENDATIONS FOR THE RATE OF RETURN ON FAIR VALUE

RATE BASE.

A. Staff has updated its cost of capital analysis in its surrebuttal testimony and has

determined a cost  of equity of 9.4 percent  based on the average cost  of equity
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1 See Rebuttal Testimony of Thomas J. Bourassa - Cost of Capital ("Bourassa Rb.") at 2.

2 See Direct Testimony of Thomas J. Bourassa Bourassa - Rate Base, Income Statement and Rate
Design at 2.
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produced by its DCF and CAPM Models (10.2 percent) and an 80 basis point

downward adjustment for BMSC's lower financial risk as compared to the publicly

traded water utilities in Staffs sample group.3 Staff continues to ignore BMSC's

firm-specific risks, focusing solely on financial risk. Like the Company, Staff

continues to recommend a capital structure consisting of 100 percent equity.4

Based on a capital structure of 0 percent debt and 100 percent equity, Staff

determined the WACC for BMSC to be 9.4 percent.5

RUCO has not updated its cost of capital analysis and continues to

recommend a cost of equity of 8.22 percent, based on the average cost of equity of

its DCF and CAPM results.6 RUCO also continues to recommend a hypothetical

capital structure of 40 percent debt and 60 percent equity.7 RUCO's recommended

cost of debt is 6.26 percent, based the average cost of debt for seven publicly

traded water companies followed by Value Line.8 Based on a hypothetical capital

structure of 40 percent debt and 60 percent equity, RUCO computed a WACC of

7.43 percent, which is RUCO's recommended rate of return on FVRB.9 RUCO

also continues to ignore firm-specific risks other than financial risk.

111. RESPONSE TO STAFF'S COST OF CAPITAL ANALYSIS

Q-

A. StamPs Financial Risk Adjustment

DOES STAFF CONTINUE TO RECOMMEND A FINANCIAL RISK

ADJUSTMENT BASED ON THE HAMADA METHOD?

1
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4
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9

1 0

11

12

13

1 4

1 5

1 6

1 7

18

19

2 0

2 1

2 2

2 3

24

25

26

3 See Surrebuttal Testimony of Juan C. Manrique ("Manrique Sb.") at 2.

4 rd.
5 Id.
6 See Surrebuttal Testimony of William A. Rigsby ("Rigsby Sb.") at 12.

7 Id. at 10.

8 Id,

9 Id. at 11.
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Yes.10 Staffs financial risk adjustment increased from 70 basis points in its direct

testimony to 80 basis points in its surrebuttal testimony.

Q, DID STAFF RESPOND TO YOUR TESTIMONY CRITICIZING STAFF'S

FINANCIAL RISK ADJUSTMENT?

No. I pointed out Staff uses the average beta of the publicly traded water utility

companies as the beta for BMSC because the Company has no beta.u If it did have

a beta, empirical financial data would indicate that BMSC's beta would be much

higher than the average beta of a bunch of huge utility companies. This would

lower the indicated financial risk adjustment substantially. But Mr. Manrique

ignored my testimony entirely, and as a result Staff financial risk adjustment of 80

basis points is even more overstated than the 70 point reduction to the ROE Staff

recommended in direct.

Q- SO THERE ARE OTHER REASONS WHY STAFF'S FINANCIAL RISK

ADJUSTMENT IS TOO HIGH?

A.

Q-

A.

Yes. Putting aside BMSC's beta would be higher if it were publicly traded, Staff

uses book values in its Hamada method. This results in an overstatement of the

financial risk adjustment. The Hamada method should be based on market values

rather than book values.

PLEASE EXPLAIN.

Professor Hamada developed his methodology using market values of the firm.

Market values are relevant.12 Other authorities in the subject of finance recognize

that market values of the firm are relevant when it comes to leverage and financial
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10 Manrique Sb. at 2.

11 Bourassa Rb. at 5-6.

12 "Effects of the Fiml's Capital structure on Systematic Risk of Common Stock," Journal of
Finance, Vol. 27 No. 2 (May 1972)435-453.

FENNEMORE CRAIG
A PROFESSIONAL Cokronulor

A.

A.



\

risk." This is logical given that Professor Hamada's formula is an extension of the

CAPM, which is a market-based model that does not consider book or accounting

data.

Q. HAS STAFF PROVIDED ANY SUPPORT FOR USING BOOK DEBT AND

Q- WHAT YOU COMPUTED

A.

EQUITY?

No. Staffs discussion on the subject other than their financial risk adjustment is

sparse.14 It is difficult to address this subject adequately at this time without

knowing Staff's rationale and authoritative support for the use of book values. I

have been unable to find any authority for using book value in the Hamada

formula.

FINANCIAL RISK ADJUSTMENT HAVE

USING STAFF'S MODELS AND MARKET VALUES?

I computed a downward financial risk adjustment of 40 basis points. I used the

market value of equity for the publicly traded water utilities, which I computed

using their market-to-book ratios as set forth in Staff's testimony. For debt, I used

the book value of debt as the market value. According to Dr. Morin, this is an

appropriate assun1ption.15 To compute the market value of BMSC's equity, I used

the market value of BMSC's equity using the average market-to-book ratio of the

sample publicly traded utility companies.

Q- SO STAFF'S HAMADA ADJUSTMENT IS OVERSTATED BY AT LEAST

40 BASIS POINTS?
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13 Shannon, P. Pratt, Cost of Capital - Estimations and Applications, John Wiley & Sons 83-85,
Roger A. Morin. New Regulatory Finance (2006) 221 -25.

14 Manrique Dr. at 33-34.

15 Morin, supra at 224.
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A. Yes, but that still does not account for the problem with using the average betas as

I discussed above. BMSC's small size compared to those sample companies taints

the use of the beta in the first place, then Staff has overstated it in the second place.

Under these circumstances I simply do not believe the evidence supports a

financial risk adjustment in the range of 40-80 basis points .

Q, IS THE IMPACT ON THE REVENUE REQUIREMENT OF BMSC'S 100%

EQUITY CAPITAL STRUCTURE HIGHER THAN THAT OF THE

PUBLICLY TRADED WATER UTILITIES WITH APPROXIMATELY

50% DEBT AND 50% EQUITY?

A.

Rejoinder
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No. It is lower. Despite BMSC's higher equity ratio and lower debt ratio

compared to my sample of publicly traded water utilities, the impact on the revenue

requirement (the cost to ratepayers) is still less than my sample of publicly traded

water utilities. This is because BMSC has a much higher ratio of zero cost capital

funding its plant-in-service. A utility's total capitalization consists of AIAC,

CIAC, debt and equity. AIAC and CIAC funded plant receives no recognition in

rate base and thus there is no rate of return dollar component for this plant

"investment" in the revenue requirement. By virtue of BMSC's reliance on a high

proportion of zero cost capital to fund plant, the ultimate impact on rate payers per

$100 of plant-in-service "investment" recognized in rate base is far less on average

than the water utility companies in my sample group.

I  have  i l lu s t ra ted  th is  in  a  schedu le  a t tached  he re to  a t

To make things simpler, I assumed the same debt costs and equity

costs for BMSC and for my sample water utilities. As shown, the weighted cost of

capital from a total capitalization perspective is 8.23% for my sample water

utilities and 7.31% for BMSC. As one would expect, the impact on the revenue

Attachment 1.
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requirement per $100 of plant investment for my sample water utilities is $13.41

while that for BMSC is $11.91 .

Q, DOES THE FACT THAT STAFF IS APPLYING A FINANCIAL RISK

ADJUSTMENT TO A RATE OF RETURN THAT IS BEING APPLIED TO

A BOOK VALUE CAPITAL STRUCTURE PROVIDE A BASIS FOR

USING BOOK VALUES IN THE HAMADA METHOD?

A. No. Again, putting aside the fact that the Hamada method is supposed to use

market returns, a market based return should not be adjusted using a financial risk

adjustment measured by book values. Staff is mixing apples and oranges.

Q-

B. Response to Staff' Criticisms of BMSC'S Cost of Capital Analvsis

PLEASE RESPOND TO MR. MANRIQUE'S TESTIMONY THAT THE

IBBOTSON DATA INDICATING HIGHER BETAS FOR SMALLER

COMPANIES IS NOT UTILITY INDUSTRY SPECIFIC.

Mr. Manrique asserts that because the Ibbotson data is market wide it is not useful

for determining utility industry specific risk premia.'6 This is not true. In fact, the

Ibbotson data contains industry specific risk prernia data used as a component to

the buildup method of estimating the cost of equity. The Ibbotson industry risk

premium in conjunction with the Ibbotson small company risk premium can be

used to estimate the premium over and above the Ibbotson market risk premium on

large stocks.

Let me explain. One of the methods for determining cost of equity is the

buildup method.17 In fact, according to Ibbotson, it is one of the most commonly

used and effective methods to estimate the cost of equity.18 Put simply, the buildup
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16 Manrique Sb. at 3.

17 See Morningstar Ibbotson S8812009 Valuation Yearbook ("Ibbotson") at 29.
18 Id.
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method is an additive model in which the return on an asset is estimated as the sum

of a risk-free rate and one or more risk premier.  The equat ion for the buildup

method is as follows:19

Riskless Rate

+ Equity Risk Premium (large stocks)

+ Industry Risk Premium

+ Size Premium

= Cost of Equity Estimate

The Industry Risk Premium and the Size Premium data are published by Ibbotsonzo

and can be combined to estimate the additional risk premium for small water utility

company stocks over large company stocks. For example, Ibbotson identifies a

market risk premium for the water supply industry as a negative 3.64% percent.

The Ibbotson small company risk premium for the Decile 10 stockszl is 5.8l%.

Based in this data, the additional indicated risk premium required over and above

large company stocks risk premium for small ut ilit ies, like BMSC, is 217 basis

points (5.84% minus 3.64%).

Q- THE 217 BASIS POINT SMALL UTILITY RISK PREMIUM IS OVER

LARGE COMPANY STOCKS, BUT ARE THE PUBLICLY TRADED

WATER UTILITY COMPANIES IN THE SAMPLE USED IN YOUR COST

OF EQUITY ANALYSIS CONSIDERED LARGE COMPANY STOCKS BY

IBBOTSON?
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19 Ibbotson at 33.
20 Industry risk premium can be found in Table 3-5 of lbbotson. Small company risk premium for
Decile 10 can be found in AppendixC oflbbotson.

21 BMSC would be considered in the smallest.
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A. No. My cost of equity analysis is based on a sample of publicly traded water

utilities of different market capitalizations (from Decile 10 for Middlesex Water

and Connecticut Water to Mid-cap for Aqua America). Recognizing this, a small

utility risk premium can be further refined to identify the additional risk premium

over and above the cost of equity for the sample water utilities. If we assume the

water industry risk premium is the same for all die sample water utilities as well as

BMSC, then the additional risk premium is only related to the relative size of each

utility to BMSC. This is exactly what I have done in my size premium study

present in my rebuttal testimony." The study indicates a risk premium over and

above the returns of the publicly traded utility companies of 1.8l%.

Q- THIS SIZE RISK PREMIUM IS NOT RELATED TO FINANCIAL RISK?

Correct. Measures on financial risk are contained within the beta estimate. The

1.81% risk premium is based upon a beta adjusted size premium. In other words,

the additional risk premium for size is the risk premium not explained by beta.

Ibbotson devotes an entire chapter on Finn size and return.24

Q- THE 181 BASIS POINT INDICATED RISK PREMIUM FOR BMSC

WOULD MORE THAN OFFSET STAFF'S 80 BASIS POINT FINANCIAL

RISK ADJUSTMENT. CORRECT?

Yes. And, Staff's indicated cost of equity would be 11.21% (10.2% minus 0.8%

plus l.81%). As I have suggested, Staffs financial risk is overstated so Staffs

indicated cost of equity would be much higher.
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22 See Rebuttal Attachment 1.

23 Beta adj used size premium

24 Ibbotson Chapter 7 - Finn Size and Return.
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Q-

A.

DOES THE "JANUARY EFFECT" DISPROVE THE NOTION THAT

THERE IS NO RISK PREMIUM ON SMALL COMPANY STOCKS OVER

LARGE COMPANY STOCKS?

No. Mr. Manrique presents this as an argument against any size premium.25

However, while Ibbotson acknowledges the "January effect" in discussing size

premier, Ibbotson states that "... simply demonstrating that the size premium is

largely produced by the January effect does nothing to refute the existence of such

a ptemium_"26

Ibbotson specifically concludes:27

Most criticisms of the use of a size premier do not address the
underlying reason for the existence of size premier. Small
capitalization stocks are still considered riskier investments
that large company stocks. Investors require an additional
reward, in the form of an additional return, to take on the
added risk of an investment in small-capitalization stock. It is
unlikely that future investors will require no compensation for
taking on this additional risk..

Most criticisms presented to date...have not provided
sufficient evidence to disprove the existence of a size premier.

Q~ DOES THE ANNIE WONG STUDY CITED BY MR. MANRIQUE

DISPRCVE THE EXISTENCE OF A SIZE PREMIUM FOR SMALL

UTILITY STOCKS?

A. No. As Dr. Zepp concluded in his review of Ms. Wong's study, "[her] weak

evidence provides little support for a small firm effect existing or not existing in

either the industrial or utility sector.28 As I testified in my rebuttal testimony, even

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

25 ManriqueSb. at 3.

26 Ibbotson at 101.

27 Id. at 105.
28 Thomas M. Zepp, "Utility Stocks and the Size Effect -- Revisited", The Quarterly Review
Economics and Finance, Vol. 43, Issue 3, Autumn 2003, 578-582.
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the California PUC conducted a study that showed smaller water utilities are more

risky than larger ones."

RESPONSE TO RUCO'S COST OF CAPITAL ANALYSIS

PLEASE RESPOND TO MR. RIGSBY'S TESTIMONY THAT AN 8.22

PERCENT RETURN ON EQUITY IS ATTRACTIVE TO INVESTORS

CONSIDERING THE VALUE LINE PROJECTED RETURNS FOR THE

WATER UTILITY INDUSTRY OF 7.5 PERCENT?

A. There are several problems contained in this testimony. First, we have unrefuted,

real world evidence in this case that BMSC's shareholder is not going to be

attracted to Mr. Rigsby's recommended returns because it can earn higher returns

every where else it does business. Until Mr. Rigsby's fictitious investors buy

BMSC, the evidence is that his ROE is not going to attract capital from the only

investor that matters .

Second, in a lovely piece of irony, Mr. Rigsby appears to justify his

recommended cost of equity using a Comparable Earnings approach. This is an

approach I have advocated in the past before this Commission, unsuccessfully.30 If

a Comparable Earnings approach is now considered appropriate by this

Commission, the comparison certainly can't be the Value Line ("VL") projected

book return of 7.5%. The VL Water Industry includes companies that have not

(and should not) be used in a cost of capital analysis, like Southwest Water, which

even Mr. Rigsby has stopped including Southwest Water (SWWC) in his analysis

because it is financially distressed and less than 50 percent of its revenues are from

regulated business. American Water Works (AWK) is also a financially distressed
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29 Bourassa Rb. at 6.

30 Decision No. 69164. Mr. Bourassa used comparable earnings on book equity and authorized
equity returns. In addition, Mr. Bourassa used a bond risk premium analysis using book equity
returns and authorized equity returns.
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utility as VL reports that a large shareholder (RWE) is liquidating its stake from

just over 45% to 25%. VL further reports that AWK "has been trading for little

over a year and lacks a track record to accurately track trading habits." Pennichuck

Water (PNNW) is the focus of a condemnation proceeding and has been for several

years. Sun Hydraulics (SHNY) is not a regulated utility. It designs, manufactures

and sells cartridge valves and manifolds used in hydraulic systems. In short,

Mr. Rigsby's comparable companies are anything but comparable to BMSC.

Third, Mr. Rigsby's recommended cost of equity does not square with the

VL projected book returns on the sample companies he uses in his cost of equity

analysis. In fact, Mr. Risgby's recommended cost of equity in the instant case of

8.22% is 300 to 380 basis points below the projected book returns on the sample

companies he includes in his analysis. As shown below, the average VL projected

book return for his water utility sample group and his gas utility sample group are

11.8% and 1l.2%, respectively.

RUCO Water Utility Sample Group

Stock
Symbol

AWR

WTR

CWT

Company

American States Water Co.

Aqua America

California Water Services Group

Average

Value Line Projected
Book RetuH1
on Equity

12.0

11 .5

12.0

11 .8
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31 Value Line Investment Survey October 23, 2009.
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RUCO Gas Utility Sample Group

Stock
Symbol

AGL

ATO

LG

NJR

GAS

NWN

PNY

sJ1

SWX

WGL

Company

AGL Resources, Inc.

At nos Energy Corp.

Laclede Group, Inc.

New Jersey Resources Corp.

Nicor, Inc.

Northwest Natural Gas

Piedmont Natural Gas Company

South Jersey Industry

Southwest Gas Corp.

WGL Holdings, Inc.

Average

Value Line Projected
Book Retu81
on Equlty

14.0

9.5

11.0

10.0

12.0

11.0

12.5

13.5

8.0

10.5

11.2

Again, if Mr. Rigsby is going to do a comparable analysis, he shouldn't ignore the

lack of comparison between his comparables and his subject when it comes to the

ROE.

Q- WHAT WILL BE THE RETURN ON EQUITY ON THE ACTUAL EQUITY

BALANCE IN THE COMPANY'S CAPITAL STRUCTURE UNDER

RUCO'S RECOMMENDATION?

5.5 percent." This is the appropriate number to compare to projected book returns

because the projected book returns by VL are on the balances of equity and not on
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32 Value Line Investment Survey October 23, 2009.

33 RUCO required operating income is $307,492 per RUCO Surrebuttal Schedule RLM-1, page 1
of 1, less synchronized interest of $92,023 per RUCO Surrebuttal Schedule RLM-1, page 2 of 2
divided by adjusted book equity of $3,920,456 per Company Rejoinder Schedule D-1 .
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rate base. In the instant case, the Company has over $3.9 million of equity capital

but the rate base is only about $3.6 million. This is far below the 7.5% Mr. Rigsby

professes to be a comparable return on book equity and even farther below the

projected book returns of the utility companies Mr. Rigsby uses to estimate the cost

of equity.

Q~ BASED ON THE COMPANY'S RECOMMENDATIONS, WHAT IS THE

COMPANY'S RETURN ON EQUITY on THE ACTUAL EQUITY

CAPITAL IN THE COMPANY'S CAPITAL STRUCTURE?

A. Even the Company's book equity return is far below the projected book

returns of VL of the utility companies is Mr. Rigsby water and gas samples of 11.8

percent and 11.2 percent, respectively. If a Comparable Earnings approach is now

acceptable, then it is the 9.83% return that should be used as a measure of

reasonableness. By this measure, the Company's recommendations on the cost of

capital in the instant case are more than reasonable.

9.84%.34

Q,

A. Criticisms of RUCO's Cost of Debt

PLEASE RESPOND TO MR. RIGSBY'S TESTIMONY THAT THERE IS

NO REASON WHY BMSC COULD NOT OBTAIN DEBT AT A COST OF

6.21 PERCENT.

There are two significant problems with Mr. Rigsby's assertion that BMSC could

borrow at a cost of 6.2l%. The first is that the cost of borrowing is based on the

credit risk of BMSC and not its parent company, Algonquin. Small utility

companies, like BMSC, have a higher credit risk compared to a large publicly

traded utilities company. This is because small utilities typically do not have the

1
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34 Company required operating income is $456,680 per Rejoinder Schedule A-l less synchronized
interest of $70,954 per Rejoinder Schedule C-l, page 2 of 2 divided by adjusted book equity of
$3,920,456 per Company Rejoinder Schedule D-1 .
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Q-

A.

earnings and cash flow cushion to help address unexpected changes in operating

expenses and to help fund capital expenditures. Second, Algonquin's current cost

of borrowing is currently much higher than 6.21%. Recently Algonquin Power and

Utilities Corp. announced that it will issue convertible debentures at a cost of 7.0

percent. See Rejoinder Attachment 2. I have also been provided information

which indicates Algonquin intends to borrow approximately $63 million. The debt

issuance costs will be approximately $3 million which will mean that the effective

interest rate will be 7.7%. SeeRejoinder Attachment3.

HAS MR. RIGSBY RESPONDED TO YOUR TESTIMONY THAT HIS

CAPM ESTIMATES PRODUCE INDICATED RETURNS BELOW THE

COST OF DEBT?

No. As you will recall, I showed that Mr. Rigsby's CAPM estimates produced

indicated returns less than the cost of Baa investment grade bonds as well as BBB

utility bonds.35 Mr. Rigsby CAPM estimates range from 5.3% to 7.08% with an

over-all average of 6.15%.36 The current cost of Baa investment grade bonds is 6.4

percent. The information on Algonquin's current borrowing cost (7.7%) as

discussed previously makes his CAPM results even more suspect.

B. Criticisms of RUCO's Hvpothetical Capital Structure

DO YOU HAVE ANY FURTHER COMMENTS ON RUCO'S

HYPOTHETICAL CAPITAL STRUCTURE?

Yes. RUCO's use of a hypothetical capital structure results in a WACC of 7.43%.

This is below the 7.7 percent current cost of debt discussed earlier. And, despite

RUCO recommended equity return of 8.22%, RUCO's effective return on equity is
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35 Bourassa Rb. at 21.

36 Id.
37 Federal Reserve, November 12, 2009.
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well below its WACC of 7.43%. This is because RUCO imputes additional

hypothetical interest expense which lowers the income taxes. RUCO's approach

not only utilizes hypothetical debt and hypothetical cost of debt but further imputes

hypothetical interest expense. This parade of hypotheticals is all fiction and should

be rejected by this Commission as results oriented. So, in other words, the

Company would not even have the opportunity to cam its authorized ROE if

RUCO's recommendation is accepted.

Q- DOES THAT CONCLUDE YOUR TESTIMONY?
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A. Yes.
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The following news about Algonquin was issued today. I Les informations suivantes sur Algonquin ant été
diffuses aujourd'hui.

ALGONQUIN POWER & UTILITIES CORP. ANNOUNCES ACQUISITION OF
HYDROELECTRIC GENERATION ASSETS

Acquisition Expected to Grow Renewable Energy Business by more than 10%

TORONTO, ONTARIO - November 10, 2009 - Algonquin Power & Utilities Corp. (TSX: AQN)
is pleased to announce that it and its affiliates ("Algonquin") have entered into definitive
agreements (the "Purchase Agreements") with Integrys Energy Services Inc. and its
subsidiaries to purchase certain electrical generating facility assets, most notably 36.8MW of
hydroelectric generating capacity located in New Brunswick and Maine.

Pursuant to the Purchase Agreements, Algonquin has agreed to acquire, through the
purchase of shares and assets, three hydroelectric generating stations including the 34.5MW
Tinker Hydroelectric station located on the Aroostook River near the Town of Perth-Andover,
New Brunswick. Additionally, Algonquin will acquire five legacy thermal generating stations
(together with the hydroelectric plants, the "Hydro Plants") and certain regulated NB ISO
transmission lines located in proximity to the generating facilities. Closing of the acquisition
is subject to satisfaction of  certain conditions including regulatory approval, and is
anticipated to occur within approximately 60 days. For additional information on the
acquired assets, please refer to the fact sheet posted on Algonquin's website.

The Hydro Plants are interconnected to access the northeastern electricity markets of
Northern Maine, New Brunswick, and New England. Historically, the primary market for the
energy and capacity produced by the Hydro Plants has been New Brunswick and Northern
Maine and the Hydro Plants are under firm energy and capacity sale contracts continuing
through February 2011, with several future contract opportunities available beyond the
existing contract expiries. The transaction also builds on the previously announced strategic
partnership with Emera Inc. through an energy marketing alliance with Emera Energy
Services Inc. for off-take management and marketing services.

Due to confidentiality provisions with the seller, the purchase price was not disclosed. The
acquisition will be financed with $20 million of new equity and the balance with long term
convertible debentures, consistent with Algonquin's objective of achieving superior returns
within a moderate risk profile and balanced capital structure.



"The earnings and cash flow accretion generated by these long lived, utility grade
hydroelectric generating facilities supports Algonquin's commitment to providing total
shareholder return through a combination of predictable and growing earnings and
dividends together with capital appreciation" commented Ian Robertson, a senior officer
with Algonquin. "The addition of these assets is expected to deliver growth of more than
10% in our renewable energy business, reinforcing Algonquin's strategic focus on the
renewable energy sector", he continued.



About Algonquin Power & Utilities Corp.

Through its distinct operating subsidiaries, Algonquin owns and operates a diversified approximately $1 billion
North American portfolio of clean renewable electric generation and sustainable utility distribution businesses.
Algonquin's electric generation subsidiary includes 42 renewable energy facilities and ll high efficiency thermal
energy facilities representing more than 400 MW of installed capacity. Through its wholly owned subsidiary,
Liberty Water Co., Algonquin provides regulated utility services to more than 70,000 customers with a portfolio of
18 water distribution and wastewater treatment utility systems. Pursuant to a previously announced agreement,
Algonquin is committed to acquiring the California based regulated utility electric distribution and generation assets
of NV Energy which serve approximately 47,000 retail electricity distribution customers. Algonquin and its
operating subsidiaries deliver continuing growth through an expanding pipeline of Greenfield and expansion
renewable power and clean energy projects, organic growth within its regulated utilities and the aggressive pursuit
of accretive acquisition opportunities. Algonquin's common shares and convertible debentures are traded on the
Toronto Stock Exchange under the symbols AQN, AQN.DB and AQN.DB.A. Visit Algonquin Power & Utilities
Corp. on the web at www.AlgonquinPower.com.

For Further Information contact:

Kelly Castledine

Telephone: (905)465-4500

Algonquin Power & Utilities Corp.

Forward Looking Information

Certain statements in this news release, other than statements of historical fact, are forward-looking statements based on certain assumptions and
reflect Algonquin's and its subsidiaries' current expectations. Fowvard-looking statements are provided for the purpose of presenting information
about management's current expectations and plans relating to the future and readers are cautioned that such statements may not be appropriate
for other purposes. These statement may include, without limitation, statements regarding the operations, business, financial condition, priorities,
ongoing objectives, strategies and outlook of Algonquin and its subsidiaries' for the current fiscal year and subsequent periods. Forward-looking
statements include statements tllat are predictive in nature, depend upon or refer to future events or conditions, or include words such as "will"
and "may". This information is based upon certain material factors or assumptions that were applied in drawing a conclusion or miring a forecast
or projection as reflected in the forward-looking statements, including the perception of historical trends, current conditions and expected future
developments, as well as other factors that are believed to be appropriate in the circumstances. Although these forward-looking statements are
based upon management's current reasonable expectations and assumptions, they are subject to numerous risks and uncertainties, including those
set out in the management's discussion and analysis section of Algonquin's 2008 annual repos, Algonquin's Annual Information Form dated
March 31, 2009, Algonquin's Management Information Circular dated March 20, 2009. Algonquin's actual results could differ materially from
those expressed in, or implied by, these forward looking statements and, accordingly, no assurances can be given that any of the events
anticipated by the forward-looking statements will transpire or occur, or what benefits, including the amount of dividends, Algonquin and
shareholders will derive therefrom.

The forward-looking statements contained in this news release are made as of the date hereof for the purpose of providing readers with
Algonquin's expectations for the coming year. The forward-looking statements may not be appropriate for other purposes. Other than as
specifically required by law, Algonquin undertakes no obligation to update any forward-looking statements to reflect events or circumstances
tier the date on which such statement is made, or to reflect the occurrence of unanticipated events, whether as a result ofnew information, future

events or results, or otherwise.
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Algonquin Power
Series 3 - Effective Interest Rate

New - October 27, 2009

Facts
Issue Date
Series I Debt

10-Nov-09
$63,250,000

$0
$63,250,000

Add: Premium
Total Series 3 Debt
Less: Unamortized Issue Costs
Add: Issue Costs
Add: Additional Issue Costs
New Equity portion
Less: Premium on Series I
Book Value

-$2,530,000
-$366,505

$ 0
$60,353,495

Coupon Rate
Frequency of coupon
Term (Maturity)

7.00%
Semi Annual

Bond maturing June 30, 2017

Effective Interest rate

a
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Black Mountain Sewer Corporation
Test Year Ended June so, 2008

Cost of Preferred Stock

Exhibit

Rejoinder Schedule D-3

Page 1

VVhtness: Bourassa

End of Test Year End of Proiected Year

Line
No .

Description
of Issue

Shares
Outstanding Amount

Dividend
Requirement

Shares
Outstanding Amount

Dividend
Requirement

NOT APPLICABLE, NO PREFERRED STOCK ISSUED OR OUTSTANDING

1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17
18

19

20

SUPPORTING SCHEDULES: RECAP SCHEDULES:
Rejoinder D-1



Black Mountain Sewer Corporation
Test Year Ended June 30, 2008

Cost of Common Equity

Exhibit
Rejoinder Schedule D-4
Page 1
V\htness: Bourassa

Line
No .

The Company is proposing a cost of common equity of 12.4%.
1
2
3
4

5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES:
Rebuttal D-4.0 to D-4.13

RECAP SCHEDULES1
Rejoinder D-1
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I

Black Mountain Sewer Company
Cost Recovery Surcharge Computation

for Decommissioning of WW Treatment Plant

Hearing Exhibit
Page 1

Example Commutation of Cost Recover Sumharue

$ 1,841,666

$

Wastewater Treatment Decommissioning Costs
Less:
Gain on Sale of Land (assume land not sold at time of implementation)
Share % 50%

Net Wastewater Treatment Decommissioning Costs $ 1,841,666

Cost of Capital 10.00%

Step 1 Compute the Annual Amortization

Total Cost
(*) Amortization rate (assuming 20 years)
(=) Equals Annual Amortization

$ 1,841,666
5%

$ 92,083

Step 2 Compute the Annual Return on Investment

Total Cost
(*) Cost of Capital
(=) Equals Annual Return on Investment $

s 1,841,666
10.0%

184,167

Step 3 Compute the Gross Revenue Conversion Factor (GRCF)

GRCF (assuming 38.6% effective Federal and State tax rate) 1
1 .6287

1 0.386

Step 4 Find the Incremental Income Tax Favor

Incremental Income Tax Factor GRCF- 1

1,6129- 1

0.8287

Step 5 Find the Annual Income Tax Component of the Cost Recovery Surcharge Revenue

Incremental Income Tax Conversion
(*) Times Annual Return on Investment
(=) Equals Annual Income Tax Component of Annual Cost Recovery Surcharge

s
$

0.8287
184,167
115,786

Step 6 Find the Amortization and Recur on Investment of the Annual Surcharge Revenue (before Income Taxes)

Annual Return on Investment (from Step 2)
(+) Plus Annual Amortization (from Step 1)
(=) Equals Annual Cost Recovery Surcharge Revenue before income taxes

$
$
$

184,167
92,083

276.250

Step 7 Find the Total Annual Cost Recovery Surcharge Revenue Requirement (with Income Taxes)

Annual Income Tax Component of the Surcharge Revenue (from Step 6)
(+) Plus Annual Amortization and Return on Investment Component of the Surcharge Revenue (from Step 6)
(=) Equals the Total Annual Surcharge Revenue Requirement

$
$
$

115,786
276,250
392,035

Step 8 Find the Monthly Surcharge per Customer

$

$

392,035
12

32,670
2,100
15.56

Total Annual Cost Recovery Surcharge Revenue Requirement (from Step 7)
(I) Divided by 12
(=) Equals Total Monthly Surcharge Revenue Requirement
(/) Divided by Number of Customers at time of filing (assumes test year end Huber of customers)
(=) Equals the Monthly Surcharge per Customer $
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Black Mountain Sewer Company
Cost Recovery Surcharge Computation

for Decommissioning of WW Treatment Plant

Hearing Exhibit
Page 2

Example Computation of Cost Recoverv Surcharge

$ 1,841,666Wastewater Treatment Decommissioning Costs
Less:

Gain on Sale of Land
Share %

$ 500,000
50%

Net Wastewater Treatment Decommissioning Costs $
(250,000)

1 .591 ,666

Cost of Capital 10.00%

Step 1 Compute the Annual Amortization

Total Cost
(*) Amortization rate (assuming 20 years)
(=) Equals Annual Amortization

$ 1,591,666
5%

79,583$

Step 2 Compute the Annual Return on Investment

Total Cost
(*) Cost of Capital
(=) Equals Annual Return on Investment

$ 1,591,666
10.0%

159,187$

Step 3 Compute the Gross Revenue Conversion Factor (GRCF)

GRCF (assuming 38.6% effective Federal and State tax rate) 1 1.6287
1 0.386

Step 4 Find the Incremental Income Tax Factor

Incremental Income Tax Factor GRCF . 1

1.6129 . 1

0.6287

Step 5 Find the Annual Income Tax Component of the Cost Recovery Surcharge Revenue

Incremental Income Tax Conversion
(*) Times Annual Return on Investment
(=) Equals Annual Income Tax Component of Annual Cost Recovery Surcharge

$
$

0.6287
159,167
100,068

Step 6 Find the Amortization and Return on Investment of the Annual Surcharge Revenue (before income Taxes)

Annual Return on Investment (from Step 2)
(+) Plus Annual Amorlizatlon (from Step 1)
(=) Equals Annual Cost Recovery Surcharge Revenue before income taxes

$
$
$

159,167
79,583

238,750

Step 7 Find the Total Annual Cost Recovery Surcharge Revenue Requirement (with Income Taxes)

Annual Income Tax Component of the Surcharge Revenue (from Step 6)
(+) Plus Annual Amortization and Return on Investment Component of the Surcharge Revenue (from Step 6)
(=) Equals the Total Annual Surcharge Revenue Requirement

$
$
$

100,068
238,750
338,818

Step 8 Find the Monthly Surcharge per Customer

$

$

338,818
12

28,235
2,100
13.45

Total Annual Oost Recovery Surcharge Revenue Requirement (from Step 7)
(/) Divided by 12
(=) Equals Total Monthly Surcharge Revenue Requirement
(/) Divided by Number of Customers at time of filing (assumes test year end Huber of customers)
(=) Equals the Monthly Surcharge per Customer s



Dcscrlprion Total Cost Allocation
0

O

Infrastructure
Allocated Costs

Rent $ 430,739 26.98% 33 116,231

Audit 38 507,000 26.980 0 33 136,810
Tax S€I'VlCCb 8 265,000 26.92% 3, 74,502

GeneralLegal 58 300,000 26.98% 8 80,952
Other Pro fcsbionul Scrvlcc> $ 455,000 26.980 0 s; 122,778
Maxlagcmnl Fee - Sularles $ 636,619 26.98% 8 171,786
Unit Holder Communications 33 314,100 26.9800 8 84,757
Trustee FCLS 3 204,000 26.980 O s 55,048
Office Costs $ 254,100 26.98% s 68,567
Liceuseb/Fees and Pemlits 33 305,000 26.98% $ 82,302
Escrow and Transfer Fees $ 75,000 26.980 O S 20,238
Depreciation Expense $ 204,242 26.980 0 $ 55,113
Total $3,950,800 $1,066,089

I 1

BLACK MOUNTAIN SEWER CORPORATION
DOCKET NO: SW-02361A-08-0609

RESPONSE TO STAFF'S NINTH SET OF DATA REQUESTS

July 7, 2009

Response provided by: Gerald Tremblay

Title: Director of Finance

Company Name: Algonquin Power Income Fund

Address: 2845 Bristol Circle
Oakville, Ontario Canada L6H 7H7

Company Response Number: CSB 9-1

Central Office Fixed Overhead Allocations This is a follow-up question to data
request MEM 4.1. Your response indicates that Algonquin Power Trust incurs
$3,950,000 in corporate costs and allocates a portion of those costs to its 17 utility
companies as f`ollows:

Please provide the following information:

a. Rent - Please provide underlying invoices and any other cost documentation to
support the $430,739 amount. Also, please state what the item(s) being rented are

wcuasrr
2209909. 1

Q.

1
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used for. Also state how each expense is used in the provision of service for Black
Mountain's ratepayers.

Audit - Please provide underlying invoices and any other cost documentation to
support the $507,000 amount. Please state the type of audit perfonned.

C. Tax Services - Please provide underlying invoices
documentation to support the $265,000 amount.

and any other cost

Legal, General - Please provide or make available for inspection the underlying
invoices and any other cost documentation to support the $300,000 amount.

Other Professional Services . Please provide underlying invoices and any other
cost documentation to support the $455.000 amount. Please provide a schedule
listing each component of the amount. Also state how each expense is used in the
provision of service for Black Mountain's ratepayers.

Management Fee, Salaries - Please provide underlying invoices and any other cost
documentation to support the $636,619 amount. Please provide a schedule listing
each employee, his/her annual salary, and the primary job duties. Also state how
the expense for each employee is used in the provision of service for Black
lVIountainls ratepayers.

Unit Holder Communications - Please provide underlying invoices and any other
cost documentation to support the $314,100 amount. Please provide an
explanation of the expense, such as but not limited to, what was communicated,
how the communications were made, etc. Also state how the expense is used in
the provision of service for Black Mountain's ratepayers.

Trustee Fees - Please provide underlying invoices and any other cost
documentation to support the $204,000 amount. Additionally, please provide a
schedule listing each trustee, his/her annual fee, and a description of his/her
primary job duties,

Office Costs - Please provide underlying invoices and any other cost
documentation to support the $254,100 amount. Please provide a schedule listing
each component of the amount. Also state how each expense is used in the
provision of service for Black Mountain's ratepayers,

Licenses/Fees and Permits - Please provide underlying invoices and any other cost
documentation to support the $305,000 amount. Please provide a schedule listing
each component of the amount. Also state how each expense is used in the
provision of service for Black Mountain's ratepayers.

j.

"» ()99()q. I

i.

g.

h.

f.

d.

b.
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Escrow and Transfer Fees - Please provide underlying invoices and any other cost
documentation to support the $75,000 amount. Please provide a schedule listing
each component of the amount. Aiso state how each expense is used in the
provision ofservicc for Black Mountain's ratepayers.

Depreciation Expense Please provide underlying invoices and any other cost
documentation to support the $204,242 amount. Please provide a detailed listing
of each depreciated asset, and depreciation rate and depreciation method used.
Please state the make, model, and cost of all vehicles. Please provide a detailed
description of items in the "miscellaneous" or "other" asset accounts. Please
identity the original cost and accumulated depreciation of any boats or aircraft.

m . 26.98% Allocation Factor Please provide all studies and underlying invoices and
any other cost documentation to support the 26.98 percent allocation factor.

OBJECTION: BMSC objects to this data request because it is overly burdensome. The
Company believes it has submitted more than adequate information to support its
allocation of a pro rata share of actual costs. The information requested by this data
request would require BMSC to produce thousands of pages of additional documentation
from one or more third-parties. As a result, BIVISC proposes to provide invoices above
35000 for the build up of the corporate costs and a detailed GL listing of the total build
up. It, thereafter, Stall' would like to see any specific invoices under 385000, Staff may
request those specific invoices and the Company will make reasonable effort to promptly
provide them.

/

RESPONSE: Notwithstanding its objection, BMSC responds below. The Company
would like to clarify that the costs set forth in data request CSB 9-1 are the budgeted
costs for the year 2008. The costs allocated to BMSC are based on these budgeted costs.
Attached is a schedule of actual costs for all of`2008, along with the actual costs for the
test year, 7/1/07 to 6/30 08 (see the excel file labeled "Corporate Cost Build Up July
2007 to June 2008"). The GL detail, along with supporting documentation, is based on
actual costs for the test year. The actual costs for the period l 07 to 6/30/08 were
above the budgeted costs by approximately $374,000. This would amount to an
approximate $2,400 annual expense increase to BMSC (see the summary tab of the
Corporate Cost Build Up July 2007 to June 2008 excel file).

7/ /

H) Rent Please see the attached documents labeled "Rent Invoices," The rent is for
the use of office space at 2845 Bristol Circle, Oakville, Ontario, Canada, for
corporate personnel. All executive and corporate decision making is based out of
this office.

b) Audit Please see the attached documents labeled "Audit Expense Invoices." The
types of services performed are quarterly reviews, yearly audits, and control
documentation and testing for the entire Income Fund.

2209909. I
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c) Tax Services
Invoices."

Please see the attached documents labeled "Tax Services Expense

d) Legal, General Legal invoices are not being provided because they contain
information that is subject to the attorney-client privilege. However, Staff may
arrange to review the invoices by contacting Company's legal counsel, Attn:
Whitney Birk at 602-916-5720. The proposed manner of review of legal invoices
is the same as used by Staff and Fennemore Craig in other rate cases. The
Company reserves, and in no way intends to waive the attorney-client privilege
with respect to the production of these documents. which are being made available
for review to allow Staff to verify amounts incurred by the Company on matters
that may be included in rate case expense and/or the Company's operating
expenses.

6) Other Professional Services Please see the attached documents labeled "Other
Professional Fees Expense Invoices." For a schedule of amounts, please refer to
the excel file labeled "Corporate Cost Build Up July 2007 to June 2008." These
services mainly relate to maintenance of the ERP system, payroll system, 40lk
services, and health and benefit services. The allocated cost to Bl\/ISC is essential
because BMSC must utilize the ERP system for proper record keeping, as well as
an upgraded payroll system to pay the operators.

f) Management Fee, Salaries Please see the attached documents labeled
"Management Fee Expense Invoices." The management fee represents the fee
from the management executive group: Chris Jarrett, David Kerr, and Jan
Robertson. The management executive group provides management services,
including strategic advice and consultation concerning business planning, support,
guidance and policy making and general services. These expenses are critical to
ensure the ongoing health and sustainability of the Income Fund and thus BMSC.

For a schedule listing, please refer to the Corporate Cost Build Up July 2007 to
June 2008 excel file (Lab labeled "Expenses," cell K 201).

8) Unit Holder Communications ~- Please see the attached documents labeled "Unit
Holder Communication Expense Invoices." The Income Fund is a publicly traded
entity on the Toronto Stock Exchange, and is obligated under securities law to
report regularly on the Fund's financial condition to the unit holders.
Communication costs are associated with the issuance of the quarterly and annual
reporting, as well as the annual information form, the management discussion and
analysis, and press releases. APIF is a publicly traded entity, and these costs are
essential in order for the income Fund to have access to the capital markets.
BMSC benefits from this because it ensures that capital is available for its ongoing
capital needs.

2209909. I 4
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h) Trustee Fees Please see the attached documents labeled "Trustee Fee Expense
Invoices." The Income Fund has three trustees: Christopher Ball, George Steeves,
and Ken Moore. The primary role of the trustees is to oversee the strategic
direction and health of the Income Fund on behalf of all unit holders.

i) Office Costs - Please see the attached documents labeled "Office Cost Expense
Invoices." For a schedule of amounts, please refer to the excel file labeled
"Corporate Cost Build Up July 2007 to June 2008." These costs are associated
with the day to day operating activities such as maintenance, development, and
purchasing for computer systems, stationary materials, property maintenance,
service awards, and other ad hoc costs. Bl\/ISC requires the use of APlFls systems
and support from its corporate office.

J) License/Fees and Permits Please see the attached documents labeled "Licenses
and Fees Expense Invoices." For a schedule of amounts, please refer to the excel
tile labeled "Corporate Cost Build Up July 2007 to June 2008." Some of these
costs are related to donations and as a good corporate citizen, it is the Company's
policy to give back to the community,

k) Escrow and Transfer fees Please see the attached documents labeled "Escrow
Expense Invoices." For a schedule of amounts, please refer to the excel file
labeled "Corporate Cost Build Up July 2007 to June 2008." CIBC Trust Company
is the agent which performs distributions to the unit holders and convertible
debenture holders. A publicly traded entity, APIF must incur such a cost in order
to have access to the capital markets. As noted above, BMSC benefits from the
Income Fund's having access to the capital markets.

1) Depreciation Expense - Please refer to the "Dep Detail" tab of the Corporate Cost
Build Up July 2007 to June 2008 excel File.

m) 26.98% Allocation Factor ~ There are no underlying invoices or any other cost
documentation to support the 26.98 percent allocation factor. This allocation
factor is simply based on the number of utilities within the utility division relative
to the total number of facilities within the Income Fund. Please refer to BMSC's
responses to Staff data requests MEM 1.28 and DH 4.1 for further detail.

2209909 I 5
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BLACK MOUNTAIN SEWER CORPORATION
DOCKET NO: SW-02361A--8--609

RESPONSE TO STAFF'S ELEVENTH SET OF DATA REQUESTS

November 3, 2009

Response provided by: Thomas J. Bourassa, CPA

Title : Rate Consultant

Company Name : Thomas J. Bourassa, CPA

Address: 139 W. Wood Drive
Phoenix, Arizona 85029

Company Response Number: CSB 11-4

Accumulated Deferred Taxes. $3,699,796 Amount -. Please provide all
calculations and other documentation to support the $170,554 amount shown on
Schedule B-2, Page 6, line 9.

RESPONSE:

The computation of the $3,699,796 tax value as shown on Schedule B-2, page 6, is as
follows:

Black Mountain Sewer Co.

Tax Values [A]

Actual

[B]

Actual

[D]

2008-addS

[E]

BMSC BMSC

[C]

2008-adds

BMSC-
Addition BMSC

Bonus Total

4,646,905UCC at end of prior year

Annual amortization for 2008 (estimate)

Totals

Plant

2,409,789*

(48,196)

$ 2,361,593

Scottsdale:
Caoacitv

830,195

(48,864)

$ 781,33 I

176,434

(44,109)

$ 132,326

Additions

1,230,487

(24,610)

$1,205,877

(165,778)

$ 4,481,127

1/2
year

Computed Tax Value s 2,361,593 Excluded not in
Rate Base

$ 132,326 s 1,205,877 s 3,699,796
Sum of
IALIC1,

[D]
* See 2007 tax depreciation report

Q.
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1NTROD0CTI0N AND) QUALIFIC ATIONS

I am an owner of a commercial office building located at 7223 E. Carefree Drive

in Caretiee, Arizona. I am a health care provider who has practiced general dentistry at

this location for the past 30 years. During that time I have been a customer of the Black

Mountain Sewer Corporation ("BMSC" or "the Company") which was previously named

Boulders Carefree Sewer Corporation ("the Company").

I am interested in this application for a rate increase because of my experience

with the ramifications of a prior rate increase by the Company that significantly impacted

my business. After the approval of a rate increase for the Company in 1995, my utility

rate increased over 300 percent. I conducted exhaustive research and investigation at that

e into the methods used by the Company to classify their customers as a means of

determining rates.

I have a genuine concern with the specific medwdology proposed in this rate

application to determine and calculate new commercial sewer rates.

I
I
I

3
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HISTGRIC AL PERSPECTWE AND RESEARCH

Ki November 1996, I filed .a complaint with the Arizona Corporation Commission.

This was followed by an amended complaint, as I gathered additional information, in

January 1997. These complaints addressed discrimination in classification of customers

and the application of rate increases based on inaccuracies in engineering bulletin tables.

That complaint resulted in Decision #60258 in1997 which provided for a reclassification

of my business.

Upon. researching the basis for determining new commercial rates that became

effective in September 1995, I became aware of Engineering Bulletin #12 published by

the Arizona Department of Environmental Quality in June 1989. This is the same

publication that BMSC is proposing be used to determine new commercial rates in 2009. 1

I was able, in1996, to contact the original authors, Prabnat Bhargava and James

Walters, who were responsible for drafting that Publication. From them I obtained

affidavits explaining the intent of the publication and why it would not apply to the

specific nature of my business. Ialso contacted the ArizonaDepartment of

. Environmental Quality to determine an up to date assessment of the Engineering Bulletin

#12. received correspondence from ADEQ that confirms and supports the opinion of

the authors of Engineering Bulletin #12,

Since learning of this new rate increase application by BMSC, I have conducted

additional ongoing inquiry into the status of Bulletin #12 and other methods used by

waste management companies to determine and calculate rates for their customers.

Testimony of Thomas J. Bourassa, page 16, footnote #4.

2



PROBLEMS WITH CLASSIFICATION OF CUST()M]i}RS USING ARBITRARY

I
I

i

TABLES

The BMSC is citing a prior commission order, and proposes, as part of the rate

increase application, the classification of comrnerciad customers based on the same

document used in the 1995 rate increase, Engineering Bulletin #12. (ADEQ June, 1989).

This bulletin provides breakdown of certain types of commercial establishments.

The problems with using Engineering Bulletin #12 to classify commercial

customers are:

The table in Bulletin #12 does not cover every type 'of commercial establishment and

omits many common establishments. Included in these omissions are banks and

brokerage firms, pharmacies, health clubs and spas, coffee shops,health clinics and

Most professional service providers (physicians, chiropractors, veterinarians,

•

i

I

i

4
I

.
I

accountants, tax preparers, lawyers, optometrists).

A classification system for customers based on incomplete tables of establishments

has the potential to suggest the appearance of discrimination among customers by not

having the Maj rarity of the customer base included.

In the past, if a customer class was not included on Engineering Bulletin #12, the

company would create their own new classification with often "special" rates. These

"special" rates invite complaints and protests arguing the merits and validity of class

distinctions.

CustoMers classified by tables such as Engineering Bulletin #12 may not possess the

characteristics intended by the original creators of the ADEQ classifications.

Teclmology and water generating systems are constantly being created and improved

to significantly conserve the use of water by businesses. There is no better example

of this than the evolution of new dental delivery systems that have dramatically

decreased water usage.
l

i
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I
PROBLEMS WITH DETERMINING SEWER RATES FROM ARBITRARY

TABLES-OF ESTIMATED WATER USF..
I

I

I
i

•

•

The BMSC, in this application for a rate increase is citing a prior commission

order that they imply authorizes them to use ADEQ Bulletin #12 to determine gallons of

water used by various classes of commercial customers.

The problems with ADEQ Bulletin #12 to estimate wastewater discharge are:

The document itself is now 20 years old and contains data compiled from the 1980's.

ADEQ Bulletin #12 has information that was not adjusted for and has not considered

updates in technology and delivery systems. For example, dental offices prior to the

1980's had cuspidors that emitted a constant stream of water into a basin next to the

patient chair. Most dental offices as we enter the year 2010 have no cuspidors and

use less than l gallon of water per chair per day. A more universal example are the

many restaurants and coffee houses now organized around take out and drive thru

operations. Are the number of seats in those facilities the best measure of water

usage?

I

i

•

•

I
a

i
I

ADEQ Bulletin #12 does not take into consideration water conservation efforts and

low How devices that have much more appeal and universal application than they did

in the l980's.

Using ADEQ Bulletin #12 for estimating wastewater discharge is a mis-application of

the original intent of that document. ADEQ Bulletin #12 was not written and was

never intended to be used for estimating discharges into a commercial server system.

The complete title of the Bulletin isMinimum Requirements for the Design and

Installation Rf Septic Tank Disposal Systems Iras informed 13 years ago in

correspondence from the Arizona Department of Environmental Quality that "the

higher discharge rates that appear in these tables are developed for design purposes I

4

I

I
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and can not be used for estimating discharge rates from a single faci1ity".2 The author

of that correspondence, Lauren Evans, was involved in a complete revision of

Engineering Bulletin #12 at the time of her writing. It was to be replaced by a series

of four bulletins, all of which were being developed for the design of on-site septic

systems

Finally, Bulletin #12 omits the most logical, prudent, factual, readily available

alternative to estimating water usage by various customers.....actual water use data.

Small communities throughout the state of Arizona commonly use this methodology.

It is not unusual for small communities to be served by separate, independent water

and sewer companies. The water company furnishes water use data to the sewer

company which uses various formulas to calculate rates.

1

I

1

1

I

3

Correspondence firm Lauren Evans (ADEQ) dated August 30, 1996.
3Speciad Notice to Users of ADEQ Engineering Bulletin #12: Update on Revision of
Bulletin #12 by Lauren Evans November 30, 1995.

1
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1. BMSC and the Arizona Corporation Commission must consider a more rational

system and basis for rate determinations than Engineering Bulletin #12.

2. BMSC should base rate determinations on a percentage of actual water use from data

obtained from municipal water companies, a recognized standard utility protocol.

3.  BMSC should have a rate structure that recognizes and includes efforts of its

customers to conserve water. This would be reflected 'm water use data of businesses

that have incorporated water conservation measures.

In 1997, the Commission as a part of the opinion and order for Decision #60258,

that was approved by all of the Commissioners, stated "As a result of this case, it is

obvious that Engineering Bulletin Number 12 may need to be updated". Perhaps it is

time, now in 2009, that the more logical, factual, readily available and customary method

for estimating water use be considered.
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AFFIDAWT OF JAMES A. WALTERS

i
r

.*

4 I

STATE OF ARIZONA
I

)
) ss.

)County of Maricopa

Before me, this day of February, 1997, appeared James A. Walters, P.E., who
after being duly sworn, deposed and said:

.26
I
I
I

I

l

1. I am James-A. Walters. I am a licensed professional engineer in the State of
Arizona and am currently employedby the Arizona Department of Environmental Quality
("ADEQ") as a Hazardous Waste Permits Engineer. I have been employed by ADEQ
continuously since 1987.

2. I earned a Bachelor's Degree in Chemical Engineering ti'om ASU 'm1968 and
a Master's Degree in CheMical Engineering from ASU in 1969. I earned a Master's Degree
'm Environmental Engineering fromUSC in 1973.

3. While employed by ADEQ as an Environmental Engineer, I helped rewrite and
revise Engineering Bulletin 12, .at that mc entitled "Guidelines for Installation of Septic Tank
Systems," dated May, 1976 ("Bulletin No. 12, May 1976"). .

4. The revision of Bulletin No. 12, May 1976, that I participated in preparing was
published by ADEQ in 1989 and entitled, "Engineering Bulletin No. 12, Minimum.
Requirements for the Design and Installation bf Septic Tank Systems and Alternative On-Site
Disposal Systems," dated June 1989 ("BulletinNo. 12, June 1989"). My name is shown in
the page of Aclmowledgments at Page "v" as one of the engineers primarily responsible for
the rewrite which ADEQ issued as Bulletin No. 12, June 1989.

I

!

5. . As part of my personal efforts in preparing Bulletin No. 12, June 1989, I
helped prepare and review Table 1 on page 8, entitled, "Average Daily Sewage Flow"
("Table l"), and am familiar with the meanings intended by the drafters of the words used in
Table 1.

6. The purpose of Table l was to classify various businesses according to the
anticipated maximum waste water and sewage How quantities pa day so that septic systems
would be designed to handle those flows, called "hydraulic loadings." As one of the drafters,
I participated in classifying the businesses shown on Table 1 and am familiar with the basis
for those classifications;

l

7. . Table 1 of Bulletin No. 12, June 1989, contained a reference tO dental oiiicesz
"Dental office (chair)." In drafting Table 1, I understood the term "Chair" to refer not to any
kind of chair, but only to the patient chairs (like the ones that I had seen 'm my dentist's
office). Those patient chairs had attached basins that provided a continuous stream of water

i

r
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\
t o  w a s h  t h e  b a s i n  c l e a n  a f t e r  t h e  p a t i e n t  s p i t  i n t o  t h e  b a s i n  d u r i n g  t h e  c l e a n i n g  o r  r e p a i r  o f  h i s
o r  h e r  t e e t h .  T h e  s t r e a m  o f  w a t e r  i n  t h e  b a s i n  f l o w e d  c o n t i n u o u s l y  d u r i n g  t h e  w o r k d a y
w h e t h e r  o r  n o t  a  p a t i e n t  w a s  a c t u a l l y  i n  t h e  c h a i r  a t  t h e  t i m e .  I n  d r a f t i n g  T a b l e  1  o f  B u l l e t i n

N o .  1 2 ,  J u n e  1 9 8 9 ,  m y  c o l l e a g u e s  w h o  p a r t i c i p a t e d  i n  t h e  d r a f t i n g  o f  T a b l e  l  a n d  I  a p p r o v e d
s u c h  a  h i g h  h y d r a u l i c  l o a d i n g  f o r  t h e  d e n t a l  p a t i e n t  c h a i r s  ( 5 0 0  g a l l o n s  p e r  u n i t  p e r  d a y )

b e c a u s e  w e  i n t e n d e d  t h a t  s e p t i c  s y s t e m s  b e  d e i g n e d  w i t h  e n o u g h  c a p a c i t y  t o  h a n d l e  t h e

c o n t i n u o u s  f l o w s  o f  w a s t e  w a t e r  g e n e r a t e d  b y  t h e  c o n t i n u o u s  f l o w s  o f  w a t e r  i n  t h e  b a s i n s
a t t a c h e d  t o  t h e  p a t i e n t  c h a i r s  a n d  t h e  s i n k s  a n d  t o i l e t s .  I  b e l i e v e  t h a t  t h e s e  b a s i n s  a r e  c a l l e d
" c u s p i d o r s , "  b u t t  a m  n o t  s u r e  a s  I  a m  n o t  a  h e a l t h  c a r e  p r o f e s s i o n a l .  T h e  h y d r a u l i c  l o a d i n g

o f  5 0 0  g a l l o n s  p e r  c h a i r  p e r  d a y  r e p r e s e n t e d  a n  e f f o r t  o n  t h e  p a r t  o f  t h e  d r a f t e r s  o f  B u l l e t i n
N o .  1 2  t o  q u a n t i f y  t h e  p r o b a b l e  h y d r a u l i c  l o a d i n g  g e n e r a t e d  t o  t h e  s e p t i c  s y s t e m  b y  t h e
c o n t i n u o u s  f l o w s  o f  w a t e r  ' f r o m  t h e s e  b a s i n s  a t t a c h e d  t o  t h e  p a t i e n t  c h a i r s  i n  a  d e n t a l  o f f i c e .

8 . .  B u t  f o r m s  u n d e r s t a n d i n g  t h a t  t h e  b a s i n s  a t t a c h e d  t o  t h e  p a t e n t  c h a i r s  i n  d e n t a l
o f f i c e s  f l o w e d  c o n t i n u o u s l y  f o r  t h e  e n t i r e  w o r k  d a y ,  I  w o u l d  n o t  h a v e  a p p r o v e d  t h e
i n c o r p o r a t i o n  o f t h e  c l a s s i f i c a t i o n  o f  d e n t a l  o f f i c e s  w i t h  s u c h  a  h i g h  h y d r a u l i c  l o a d i n g  i n  t h e
d x a i t i n g  o f  T a b l e  1  o f  B u l l e t i n  N o .  1 2 ,  J u n e  1 9 8 9 .

F u r t h e r a f n a m s a i t h  n a u g h t .

I

4

I

I

James A. Walters

4 . I 7 0
S W O R N  T O  a n d  s u b s c r i b e d  b e f o r e  m e  t h l s  S I R  d a y  o f  F e b r u a r y ,  1 9 9 7 .

I
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My Commission Expires:
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1. INTRODI (`Tlon AND0UAI.IFICATIONST I

Q~

A.

PLEASE STATE YOUR NAME AND ADDRESS.

My name is Dennis E. Doelle. My business address is 7223 E. Carefree Drive, Care6'ee,

Arizona 85377.

Q. WHAT IS YOUR PROFESSIONAL BACKGROUND?

I am a dentist licensed in the State of Arizona. I own the building in which I have had a

practice of General Dentistry for the past 30 years.

Q. WHAT IS YOUR RELATIONSHIP WITH THE BLACK MOUNTAIN SEWER

CORPORATION?

I have been a commercial customer of the Black Mountain Sewer Company (BMSC), which was

previously named Boulders Carefree Sewer Corporation, since 1979.

WHY ARE YOU TESTIFYING IN THIS PROCEEDING?

1

Q.

I have concerns regarding the specific methodology proposed to determine rates and
I
I
l

classify commercial customers.

Q- WHAT ARE YOUR PARTICULAR CONCERNS ABOUT THE RATE DETERMINATION

METHODOLOGY AND CLASSIFICATION OF CUSTOMERS?

This proposed application for a rate increase lacks a rational basis for the determination of

rates. It also fails to accurately classify all commercial customers and provides outdated,

inaccurate data for some of those it does classify.

l

I
I

i

A.

A.

A.

A.

1

1
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II. HISTORICAL BASIS FOR TESTIMDNY

Q, HAVE YOU PROVIDED PRIOR TESTIMONY RELATED TO THIS OR PREVIOUS

RATE INCREASES OF THE BMSC?

A. Yes, on several occasions.

Q, WHEN DID YOU FIRST BECOME INVOLVED WITH BMSC RATE INCREASES AND

HOW WERE YOU INVOLVED?

In 1996 I filed a formal complaint with the Arizona Corporation Commission (AZCC).

Q.

A.

WHAT WAS THE NATURE OF YOUR FORMAL COMPLAINT?

My complaint addressed the improper classification of my business and inaccuracies in the

bulletin used to determine sewer rates.

Q-

A.

WHAT WAS DECIDED AS A RESULT OF YOUR COMPLAINT?

A Hearing was eventually scheduled that resulted in AZCC Decision #60258 (March 1997).

Q- WHAT DIFFERENCE, IF ANY, IS THERE BETWEEN YOUR FORMAL COMPLAINT E
s

I
AND YOUR CONCERNS WITH THIS APPLICATION FOR A RATE INCREASE?

In 1996 the rate structure and methodology for determining rates had already been approved by the

Commission. This application which proposes the same methodology for determining rates, has

not been approved by the Commission.

I

E
i

Q- HAVE YOU PREVIOUSLY PROVIDED TESTIMONY ON THIS NEW APPLICATION

FOR A RATE INCREASE?

Yes. On July 20, 2009 I filed preliminary testimony that addressed problems created by using

arbitrary tables and specifically Engineering Bulletin #12 to determine rates and

classify commercial customers.

Q, HAS BULLETIN #12 BEEN QUESTIONED BY THE COMMISSION IN THE PAST?

Yes. As I reviewed in my preliminary testimony, doe Commission as a part of the opinion and

order of Decision #60258 stated "As a result of this case, it is obvious that Engineering Bulletin

#12 may need to be updated." I

2
page 2, line 24

I

r

A.

A.

A.

A.

1

r
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111. BULI .ETIN #12: AN IRRATIONAL BASIS Fem nETERMlNING RATES?

Q- CAN YOU ELABORATE FURTHER ON SPECIFICALLY HOW ENGINEERING BULLETIN #12

CREATES A PRUBLEM WHEN IT IS USED AS A MEANS OF CLASSIFYING YOUR

BUSINESS?

Engineering Bulletin #12 provides an estimate of sewage flow for a "dental office" of 500 gallons per each

dental chair per day. My dental office has never possessed the characteristics 'intended by die original

drafters of Bulletin #la. If theestimatedsewage flow from Bulletin #12 was accurate for my office, the

estimated water delivered to my office and potentially released to the sewer system would easily exceed

60,000gallonseverymonth.

Q- IS THE WATER DELIVERED TO YOUR OFFICE METERED AND IF S0 WHAT AMOUNT OF

l
Q.

Q,

WATER IS DELIVERED TO YOUR OFFICE ON A MONTHLY BASIS?

Itvariesdependingonprimarily landscapingdemands. My most recent available water usage figure

supplied by the Carefree Water Company for the month of August 2009 was 11,650 gallons.

HOW DOES THIS WATER USAGE COMPARE TO OTHER MONTHS?

It is somewhat higher because of summer landscaping demands for irrigation.

WHAT PERCENTAGE OF WATER DELIVERED TO YOUR BUILDING DO YOU ESTIMATE

TO BE ALLOCATED TO LANDSCAPE IRRIGATION?

Approximately 40%.

HOW DO YOU ACCOUNT FOR THE EXTREME DIFFERENCE BETWEEN THE AMOUNT OF

NON-LANDSCAPING WATER THAT IS SUPPLIED TO YOUR BUILDING AND THE

I

1

I

I

Q.

ESTIMATED WATER USAGE FIGURES IN ENGINEERING BULLETIN #la?

This was the basis of my Formal Complaint to the Commission in 1996 in which I argued my office does

not have the characteristics that were intended by the engineers that wrote the Bulletin in the l970's.

ARE THERE ANY DENTAL OFFICES TODAY THAT WOULD POSSESS THE CHARACTER- I

ISTICS OF THE "DENTAL OFFICE" CATEGORY INTENDED BY BULLETIN #la?

Only if they still had continuously running water cuspidors (sink basins next to dental chairs which were

popular prior to 1975.)

A.

A.

A.

A.

A.

A.

3
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Iv. TREND TDWARD MORE RATIONAI- DETERMINATIGN OF RATES

Q- WHAT ONGOING RESEARCH HAVE YOU BEEN CONDUCTING SINCE YOU FILED

YOUR PRELIMINARY TESTIMONY?

Shave been contacting other wastewater companies throughout Arizona to assess rate

determination methods and trends.

Q- HAVE YOU FOUND ANY COMPANIES THAT ARE STILL USING ENGINEERING

BULLETIN #12 (1989) TO CLASSIFY CUSTOMERS AND DETERMINE RATES?

No. If there are other companies using the Bulletin #12, I have not found them yet.

Q-

A.

WHAT ARE THE RESULTS OF YOUR SURVEY AS OF THIS TIME?

The majority of utilities are using actual water usage figures for some or all of their rate

computation process. At least one company, the City of Casa Grande, is in the process

of proposing conversion of all customers from partial water usage computations to only

water usage,2 now that water usage figures are more readily available. In many cases, smaller

water companies, such as the Green Valley Water Distain, supplies water usage Figures to the

sewer utility, Pima County Wastewater Department, for computation of wastewater rates.

WHAT IS THE ATTRACTION OF USING ACTUAL WATER USAGE FIGURES?

E
I

Q.
I

I

It is the most rational basis for determining rates since there is a correlation between water usage

and wastewater discharge.

A.

information from: Diane Archer, finance director, City of Casa Grande Sewer/Trash.

A.

A.



"1

v. SUMMARY

Q- WHAT IS YOUR UNDERSTANDING OF WHY THE BMSC IS PROPOSING THE USEOF

ENGINEERING BULLETIN #12 TO CLASSIFY COMMERCIAL CUSTOMERS AND

DETERMINE RATE STRUCTURES?

Per the direct testimony of Thomas J. Bourassa (December 19, 2008) "Per prior Commission order,

wastewater flows are based on Engineering Bulletin No. 12, Table I." 3 No reference is provided to

cite the Commission order that previously requested the use of that publication.

Q- WHAT DIRECTION DO YOU CONSIDER THIS APPLICATION FOR A RATE INCREASE

SHOULD MOVE?

A. The same direction that many other utilities are mov'mg, toward a more rational basis for the determination

E
of sewer rates.

I

I
I
I

E

I

i
I

I
I
I

I
i

I

I

I
IDi rect  Test imony o f  Thomas Bourassa page 15,  l i nes 25,  26

A.
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08/31/2009 3495

09/23/2009 79.63

and/orEMAIL ADDRESS
address/phone update. Thank you.

Meter Reading *

Usage $2.83 per 1000 first 8000

Usage $3.86 per 1000 from 8001 to 20000

Base Charge for WR1

Tier 1:

Tier 2:

Tier 3:

Tier 4:

Tier 5:

Late, Set-up andlor Misc. Fees

Tax 9.3%
(State Water Usage Tax .0065/1000 gals. included in total)

Previous  Unpaid Balance

1120850 1109200 11650

38.05

22.84

14.09

6.85

Due Upon Receipt - Delinquent After TOTAL DUE 79.63s

07/29/09 - 08/26/09DOELLE, DENNIS

3495 08/31/20097223 CAREFREE DR

I

1

i

4

CAREFREE WATER COMPANY
P.O. Box 702
Carefree, Arizona 85377
(480)488-9100

DENNIS DOELLE
p.o. BOX 2506
CAREFREE, As 85377-

KEEP 'H-IE BOTTOM PORTION FOR YOUR RECORDS.

AMOUNT PAID

PLEASE CUT AND INCLUDE THE ABOVE STUB W ITH PAYMENT.

\
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August 30, 1996

AR1ZONA DEPARTMENT OF ENV1RONMBNTAL QUALITY
Fife Symington. Governor Russell F. Rhoades, Director

DA96:036

Dr. Dennis E. Doelle
P.O. Box 2506
Carefree, AZ 85377

RE: Wastewater Discharge from Dentist's Chairs in Bulletin No. 12.; Estimating
Wastewater Discharges from Dentist's Offices

Dear Dr. Doelle:

This letter is to answer your question regarding the average daily discharge of wastewater
from a dentist's otiice based on the number of dentists chairs installed, and how to
estimate the discharge from a dentist's office. Twill also attempt to answer your question
regarding theapplication of ADEQ's Bulletin No. 12.

First, the only logically and factually correct way to estimate the wastewater flow
discharge rates from your dentist's o&ice would be to total the gallons of water delivered
to your business as shown on your water bills for the last 12 months and divide that
number by 12. This will give you the total maximum average amount of water used per
month and also give you the total maximum wastewater your oiiice would discharge per
month. The aetuad monthly average would be less if you are using some of you water for
landscape irrigation.

In regards to the 500 gallons per day per dentist chair wastewater discharge you
referenced in EngineeringBulletin No. 12, Minimum Requirements for the Design ad
Installation of Septic TanksSystems and Alternative On-Site Disposal Systems, that
figure can not be applied to your office discharge for several reasons. I will try to explaiN
below.

I

The first and the most obvious reason is that Bulletin No. 12 only applies ro those
householdsand small businesses that are connected to an on-site wastewater system.
Since you discharge to a sewer, Bulletin No. 12 does not apply to you. Applying Bulletin
No. 12 to your situation would be a mis-application of the bulletin.

Secondly, some of the discharges and sizing calculations in Bulletin No. 12 have been
based on artificially inflated figures and built in safety factors for wastewater discharge
amounts in an eHlort to prevent the failure of on-site systems. When the on-site systems
are over designed based on the higher discharge rates, there is less of a chance of the
system and drain field failing due to hydraulic overloading. These sizing calculations are
not based on average discharge rates, rather they are boW on the higher-end producers of

I

a

3033 North Central Avenue. Phoenix. Arizona 85012, (602)207-2300

l

i



Dr. Doelle
August 30, 1996
Page 2

wastewater with the goal of covering about 95% of the population. In other words when
dealing with on-site systems, the goal of the regulatory agency developing design
standards is to cover as much of the population as possible while balancing the costs of the
systems and protecting public health and the environment..This is a valid and justifiable
goal because if the discharge rates that appeared in these tables were based on average
discharge rates then 50% of the systems would be under designed and a 50% failure rate
would be expected. This could never be acceptable based on the potential threat to public
health. So asyou can see, the higher discharge rates that appear in these tables are
developed for design purposes and can not be used for estimating discharge rates from a
single facility.

The third reason is that Bulletin No. 12 is being re-written because of some existing
technical problems within the document itself One problem worth noting is that in some
areas the increases in wastewater flows and sizing requirements are not realistic because
they have become too conservative (too large a factor of safety) resiting in undue
expense to the public. Therefore all of these calculations and tables are being re-checked
and in some instances being down-sized to a more realistic number.

I

I

i

I

l
Whether or not the 500 gallons per day per chair of wastewater is accurate or not is not
really relevant to your situation because Bulletin No. 12 does not apply to you. However,
one of the reasons that I am re-writing Bulletin No. 12 is that there are problems with the
implementation of the bu11 due to the conflicts and inconsistencies it has with local
codes, such as the plumbing code. The on-site, private sewage disposal system appendix
within the 1994 Plumbing Code m does not specifically address the discharge ham
dentists oiiices. The only reference I could End is-in Table 7-3. It assigns fixture unit
rate of 1 for dental units or cuspidors. This means that for these units it is assumed that
they can discharge up to 7.5 gallons per minute. This is important in regards to sizing the
waste piping so that it can handle all of the potential fixtures that could discharge at any
one time. It really does not tell me what the total discharge per day is in gallons for a
dentist's chair. The discharge amount depends on how long the iixmre is let on during a
24-hour period. But if you do not have cuspidors in your dental office then this fixture
unit size would not apply.

I
I

Another reason that there are problems with the discharge rates within the tables in
Bulletin No. 12 is that the figures do not represent the water conservation or low How
devices. This "credit" is usually calculated separately and applied to the facility during the
fined plan review just prior to approvingan on-site wastewater system design. But again I
state that these tables would not apply to you since they are to be used when designing on-
site wastewater systems.
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Dr. Doelle
August 30, 1996
Page 3

I
i

I

I

:

Again, to determine your wastewater discharge you should assume you can not discharge
any more in gallons than the amount of water that is delivered to the oiiice. I suggest that
you calculate your wastewater discharge amounts based on you water delivery amounts
recorded in your water bills.

I hope I have answered your questions. I could not address the issue of fee rates since I
do not understand what the relationship could be between the tables in Bulletin No. 12 and
fee rate structures for facilities discharging to sewers. Please feel iii to contact me at
602-207-4534 if you have any other questions or if I can be iixrther service.

Sincerely,

9. Eva/rw
Lauren G. Evans, Hydrologist IV

Water Quality Division
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IN THE MATTER OF THE
APPLICATION OF BLACK MOUNTAIN
SEWER CORPORATION, FOR A
DETERMINATION OF THE FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN
ITS RATES AND CHARGES FOR
UTILITY SERVICE BASED TI-IEREON.

Dennis E. Doelle, D.D.S
7223 E. Carefree Drive
p. o. Box 2506
Carefree, Arizona 85377
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Q. HAVE YOU REVIEWED THE REBUTTAL TESTIMONIES OF MR SORENSEN AND
MR. BOURASSA?

Yes, I have.

Q- WHAT IS YOUR RESPONSE TO THE RATE DESIGN AND RELIEF YOU ARE
SEEKING FROM THIS PROCEEDING?

My position on the rate design for commercial customers of the BMSC is the same now as it was
in 1996 when I filed a complaint with the Commission. A rate design that uses ADEQ Engineering
Bulletin No. 12 presents a significant problem when it is applied to the modem day dental
profession.

Q.

A.

SPECIFICALLY, WHAT IS THE PROBLEM WITH BULLETIN NO. 12?

As I have argued in every tiling before the Commission for the past 14 years, Bulletin No. 12 is
obsolete relative to the modem dental office. Technological advances in my profession have
eliminated the extreme potential water flows that were envisioned when the original version of
Bulletin No. 12 was written in the l970's. This argument has been supported in my previous
testimonies with affidavits and correspondence from ADEQ Engineers who were involved with
dratting and revising Bulletin No. 12.

Q- WHAT TECHNOLOGICAL CHANGES HAVE RESULTED IN A DECREASE IN
WATER USAGE IN DENTAL OFFICES?

v

A. There are many with the greatest impact resulting ham the elimination of water circulating dental
chair cuspidors. Other contributions include conversion from x-ray processing tanks to digital
radiography and hand washing between patients replaced by disposable gloves and waterless
sanitizers .

Q; WHY HAVEN'T OTHER DENTISTS COMPLAINED ABOUT BULLETIN no. 12?

To my knowledge, there may only be one or possibly two other dentists in the BMSC service area.
Both of these dental offices are in leased space with the sewer bills being the responsibility of their
landlord. I suspect they are unaware of the impact that Bulletin No. 12 has on their sewer rates.

Q- BASED ON THE TESTIMONY OF MR. SORENSEN, DO YOU THINK THE BMSC
UNDERSTANDS THAT BILLING YOUR BUSINESS BASED ON WATER FLOWS
FROM BULLETIN no. 12 IS UNREASONABLE AND NEEDS TO BE RECONSIDERED?

A. The company stops short of addressing that but they seem to imply it when they suggest the
Commission may want to consider "some special relief" for my situation.2

Q, WHAT IS YOUR UNDERSTANDING OF HOW BMSC INTENDS TO BILL YQU IN THE
ABSENCE OF RELIEF FROM THE COMMISSION?

They intend to bill Me "like ever other commercial customer-estimated flows would be
determined by Bulletin No. I2."

l

joelle Testimonies, July 20, 2009 and September 18, 2009 (Exhibits)
Sorensen Rebuttal page 6
Sorensen Rebuttal page 6

3

I

I

I

I
I

A.

A.

A.

A.

1
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Q- WHAT WOULD THIS TRANSLATE TO AS FAR AS YOUR FUTURE SEWER BILLS?

Water flows exceeding thousands of gallons for every giaywill be used to determine my rates when
I have demonstrated that in actuality my dental chairs are supplied with no more than one gallon
per week from a closed bottle water system.4

Q- WHAT IS YOUR UNDERSTANDING OF THE OBLIGATION OF THE COMMISSION
IN THIS PROCEEDING?

it is my understanding that the Arizona Corporation Commission's power to prescribe utility rates
is confined to the power to prescribe only such rates as are "just and reasonable." (Arizona
Constitution, Article 15, Section 3). I also understand that parties aggrieved by an order of the
AZCC involving a public service company related to rate design may appeal directly to the court
of appeals to vacate, or remand the ACC's rate. (A.R.S. 40-254.01 (A), Ariz.-Am Water Co. v.
Ariz. Corp. Comm 'n, 209 Ariz. 189, 191, 98 P.2d624, 626 (App. 2004)).

Q. IS BULLETIN no. 12 A "JUST AND REASONABLE" RATE DESIGN WHEN APPLIED
TO YOUR DENTAL OFFICE?

While Engineering Bulletin No. 12 might still be a reasonable basis for determining rates for some
commercial customers, it is no longer applicable to a modem dental office. Bulletin No. 12 is not
reflective of current dental practices and it is therefore unreasonable to use Bulletin No. 12 to
determine my rates.

Q- WHAT ABOUT BMSC SUGGESTION OF AFFORDING SOME FORM OF SPECIAL
RELIEF FOR YOU?

The BMSC does not opposea special rate so long as there is not a negative impact on revenueor
rate of return. I do not oppose relief from the Commission so long as the special relief isbased on
a reasonable and rational ratedesign.

Q- IS IT REASONABLE FOR THE COMMISSION TO PROVIDE SPECIAL RELIEF TO
YOU?

A. The Commission is authorized by the constitution to provide "just and reasonable" classifications
arid should exercise that authority in this case. In the past, the Commission has allowed 14 such
special rates for BMSC commercial customers. The rate determined and approved for me as a
part of Decision No. 60258 (1997) is but one of those special rates.

Q. WHAT WOULD BE THE IMPACT ON THE REVENUE OR RATE OF RETURN FOR
THE COMPANY?

A. It should be Minimal since I am the only customer, as previously stated, that has been affected
and/or complainedabout the impact of Bulletin No. 12.

Q. WHAT RATE DESIGN WOULD BE ACCEPTABLE TO YOU?

A.
l

It must have a reasonable and rational basis and not be determined by ambiguities, inaccuracies, pr
omissions such as are the customer classifications and water flows of Engineering Bulletin No. 12.

I
I

Decision #60258 (March 14, 1997) pages 2-3

u

L

A.

A.

A.

A.

2



Q- YOU HAVE STATED IN YOUR PREVIOUS DIRECT TESTIMONY THAT THF MOST
RATIONAL BASIS FOR A RATE DESIGN WOULD BE TO USE ACTUAL WATER
USAGE TO DETERMINE RATES. DO YOU STILL AGREE?

Yes.

Q. WHAT ABOUT Mm SORENSEN'S ARGUMENT THAT BASING RATES ON ACTUAL
WATER USAGE HAS "ITS DRAWBACKS"?

A. It certainly could present some additional administrative challenges but that doesn't argue against
actual water usage as the most rational basis for determination oblates.

Q. WHAT FORM OF RELIEF DO YOU FEEL THE COMMISSION COULD OFFER THAT
WOULD PROVIDE A REASONABLE AND RATIONAL RATE DESIGN FOR YOU
WITHOUT EXTREME ADMINISTRATWE CHALLENGES FOR THE COMPANY?

I would suggest the most reasonable and rational method that is already used by many wastewater
companies in Arizona. In July of each year, my sewer bill would be recalculated based on the
average amount of water use in the previous months of December, January and February. Water
usage figures for these months could be obtained from the Care&ee Water Company, or I would
supply. them .

Q-

A.

WHY ARE THE MONTHS OF DECEMBER, JANUARY AND FEBRUARY USED?

These are the months that in Arizona reflect high seasonal activity and low irrigation demands.

Q,

A.

WHY ALLOW FOUR MONTHS BEFORE NEW RATES BECOME EFFECTIVE?

Q-

A.

This is customary to allow for administrative recalculation.

ARE THERE ANY MAJOR DRAWBACKS TO TI-IIS METHOD?

If there were an unusual, unanticipated large water or imlgation lead( in one of those months, the
customer must have to have the right to appeal for a revised rate that would disallow the month
when the leak occurred.

Q. ARE THERE OTHER FORMS OF RELIEF THAT WOULD BE ACCEPTABLE TO
YOU?

There could be and as long as they are reasonable, rational and non-discriminatory, I would have
no objection.

A.

A.

A.

3
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ORIGINAL AND THIRTEEN (13) COPIES
of the foregoing were filed this
9th day of November, 2009,with:

Docket Control
Arizona Corporation Commission
1200 W. Washington Street
Phoenix, AZ 85007

Copies of the foregoing mailed
this 9th day of November, 2009 to:

Greg Sorensen
ALGONQUIN WATER SERVICES
12725 W. Indian School Rd., Suite D~10l
Avondale, AZ 85392

Jay L. Shapiro
Norman D. James
FENNEMORE CRAIG, PC
3003 N.Central Avenue, Suite 2600
Phoenix,AZ 85012
Attorneys for Black Mountain Sewer Corporation

By:
Rose Tulley
Secretary
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BMSC's current rates and charges were authorized in Decision No. 59944 (December 26,

'currently provides wastewater service to app.rox1mateIy 1,957 customers in and around Carefree,

Arizona, 1,836 of which are residential customers and 121 are commercial (Ex. A-4, at 3).
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DOCKETED
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I JEFF HATCH-MILLER, Chairman
WILLIAM A. MUNDELL

'MIKE GLEASON
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DOCKET no. SW-0236lA-05-0657

6 9 1 6 4DECISION NO.

OPINION AND ORDER

1 IN THE MATTER OF THE APPLICATION OF
l BLACK MOUNTAIN SEWER CORPORATION,
I AN ARIZONA CORPORATION, FOR A
i DETER1VM~IAT1ON OF THE FAIR VALUE OF ITS
i UTILITY PLANT AND PROPERTY ANI) FOR
. INCREASES IN ITS RATES AND CHARGES FOR
UTILITY SERVICE BASED THEREON.

DATE OF HEARING:

PLACE OF HEARING:

June 7, 8, 9, and 20, 2006

Phoenix, Arizona

Dwight D. Nodes

| OIL

ADMINISTRATIVE LAW JUDGE:

APPEARANCES : Jay Shapiro, FENNEMORE CRAIG, P.C.,
behalf of Black Mountain Sewer Corporation,

Daniel Pozefsky, on behalf of the Residential
Utility Consumer Office,g

I David W. Garbarino,  MOHR, HACKE ,
PEDERSON, BLAKLEY & RANDOLPH, P.C.,
on behalf of Intervenor Town of Carefree,

Rober t  Wi l l i ams ,  on beha l f  of  Inte rv enor
Boulders Homeowners Association, and

\
Keith Layton, Staff Attorney, Legal Division, on
behalf of the Utilities Division of the Arizona
Corporation Commission.

BY THE COMMISSION:
I
I On September 16, 2005, Black Mountain Sewer Corporation ("BMSC" or "Company") filed

application MM the ArizonaCorporation€oxnmission ("Commission'8) fore rate increase BMSC
|
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1 1996) for Boulders Carefree Sewer Corporation ("Boulders Careflree"). In 2001, the common stock

2 of Boulders Carefree was acquired by Algonquin Water Resources of America ("AWRA"), which is

3 a wholly owned subsidiary of Algonquin Power Income Fund ("APIF"). APIF owns energy, water

4 and wastewater, and related assets of approximately $800 million in the United States and Canada

5 In Arizona, APIF owns seven water and wastewater companies serving approximately 50,000

6 customers. APIF also owns 10 other water and wastewater utilities in Texas, Illinois, and Missouri

7 (Ex. A-4, at 3, Ex. A-5, at 2-3)

On September 26, 2005, the Residential Utility Consumer Office ("RUCO") tiled an

9 Application to Intervene, which was granted by Procedural Order issued October 7, 2005

10 On October 14, 2005, the Commission's Utilities Division ("Staff") filed a Deficiency Letter

l l stating that the application did not meet the sufficiency requirements set forth in A.A.C. R14-2-103

12 because the Company had failed to include a cost of serv ice study with its application. The

13 Deficiency Letter also stated that Staff would not require a cost of service study if BMSC provided

14 the infonnation attached to the Letter

15 On October 28, 2005, a Procedural Order was issued addressing an agreement between the

16 Company arid Staff whereby the application would be deemed sufficient, subject to the condition that

17 the information requested by Staff must be submitted within 60 days of a Procedural Order approving

18 the Stipulation, and failure to submit the required information would result in suspension of the

19 applicable time clock. The Procedural Order declined to approve the Stipulation between BMSC and

20 Staff on the basis that such approval would require an advance determination of the Commission's

21 time clock rule in the absence of a factual justification being presented

22 On November l, 2005, Staff issued a Letter of Sufficiency and classified BMSC as a Class B

23 uti l i ty

24 On November 2, 2005, a Procedural Order was issued setting a hearing to commence on June

25 7, 2006, directing the Company to publish and mail notice of the hearing, and establishing other

26 procedural deadlines

27 In addition to BMSC, AWRA also controls in Arizona Bella Vista Water Company, Litchfield Park Service Company
and Gold Canyon Sewer Company (Ex. S-13). AWRA added Northern Sunrise Water Company and Southern Sunrise
Water Company after the close of the hearing (Decision No. 68826 -- June 29, 2906)

DECISION NO. 69164



' ,- U11 Mé1Y 26, 2006, BMSC tiled the RejoiNder Testimony of Joel Wade and Thomas Bourassa.

On June 2, 2006, BMSC filed a Motion to Strike Affidavit of M. M. Schirtzinger, dated May

31, 2006, based on the failure to file the statement within the timeframe established for intervenor

DECISION no.3
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1 On December 30, 2005, BMSC filed a "simplif ied cost of service study" as requested by

2 Starr

3 On January 24, 2006, BMSC tiled a Certification of Publication and Proof of Mailing,

4 attesting to compliance Mth the notice requirements set forth in the November 2, 2005 Procedural

5 Order. .

6 On February 14, 2006, Robert Williams tiled a letter requesting intervention on behalf of the

7 Boulders Homeowners Association ("Boulders HOA" or "I-IOA").

8 On February 16, 2006, the Town of Carefree ("Town" or "Careflree") tiled an Application to

9 Intervene.

10 On February 21, 2006, M. M. Schwinger filed a letter requesting intervention as an

individual customer of BMSC.

12 On March 8, 2006, a Procedural Order was issued granting intervention to the Boulders HOA,

13 Carefree, and M. M. Schintzinger.

14 With its application, BMSC f i led the Direct Testimony of Michael Weber and Thomas

15 Bourassa.

16 On March 9, 2006, Staff filed the Direct Testimony of Crystal Brown, Marlin Scott, Jr., and

17 Pedro Chaves; RUCO tiled the Direct Testimony of William Rigsby and Marylee Diaz Cortez; and

18 Carefree filed Affidavits of Stan Francom, Jonathon Pearson, and Jason Betake, as well as several

19 attachments.

20 On April 6, 2006, BMSC filed the Rebuttal Testimony of Michael Weber, Joel Wade, and

21 Thomas Bourassa.

22 On May 4, 2006, Staff tiled the Surrebuttal Testimony of Marlin Scott, Jr., and Pedro Chaves;

23 RUCO filed the Surrebuttal Testimony of William Rigsby and Marylee Diaz Cortez; and Carefree

24 filed the Surrebuttal Testimony of Stan Francom and Jonathon Pearson.

25 On May 5, 2006, Staff filed the Surrebuttal Testimony of Crystal Brown.

26

27

28

11

.
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testimony.

2 A prehearing conference was conducted on June 5, 2006.

3 The hearing commenced on June 7, 2006, and additional hearing days were held on June 8, 9,

4 and 20, 2006.

5 On June 15, 2006, Staff filed updated Surrebuttal Schedules,

6 On July 26, 2006, Staff f iled Post-Hearing Recommendations based on documentation

7 provided by the Company on June 22, 2006. The adjustments to Staff 's recommendations were

8 presented to reflect Staff witness Crystal Brown's testimony during the hearing that Staff would

9 review its position on several items if the Company could support its position with documentation.

10 The adjustments recommended by Staff are reflected in Stafl's final schedules attached to its Post-

ll Hearing Brief

12 Initial Post~Hearing Briefs were tiled on August 18, 2006 by the Boulders HOA, and on

13 August 21, 2006 by BMSC, Staff, RUCO, and Carefree.

14 Reply Briefs were filed on September 5, 2006 by BMSC, Staff, RUCO, Carefree, and the

15 Boulders HOA.

16 Rate Application

17 According to the Company's application, as modified, in the test year ended December 31,

18 2004 BMSC had adjusted operating income of  $11,595 on an adjured Fair Value Rate Base

19 ("FVRB") and Original Cost Rate Base ("OCRB") of $1,568,502, for a 0.74 percent rate of return.

20 Pursuant to its final schedules, BMSC requests a gross revenue increase of $256,063 (21.54 percent).

21 Staff recommends a gross revenue increase of $250,195 (20.76 percent), and RUCO recommends an

22 increase of $5,470 (0.45 percent). A summary of the parties' final revenue requirement positions

23 fol1ows3:

24

25

26

27

28

2 Docket Control records do not reflect that an Affidavit was filed on May 31, 2006, and M. M. Schirtzinger did not
appear at the hearing. Mr. Williams, appearing on behalf of intervenor Boulders HOA, did not submit pre-tiled testimony
but was given the opportunity to present a statement in the public comment portion of the hearing (Tr. 30-44). Mr.
Williams also posed cross-examination questions to various witnesses during the hearing.
3 Interveners Carefree and the Boulders HOA raised only non-revenue requirement issues (i.e., odor problems) which are
discussed below.
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Companv Proposed Staff Proposed RUCO Proposed
1

3

!
3 FVRB/OCRB

2 Adjusted Rate Base

3 Rate of Return
Req'd Operating Inc.

4 §0p. Income Available
I Operating Inc. Def.
.R8V.COI1V€I`. Factor

6 Gross Rev. Increase

5

$1,568,502
11.00%

172,535
11,595

160,940
1.5911

256,063

$1,550,710
9.60%

148,868
4,819

144,049
1.73688
250,195

$1,372,834
9.45%

129,733
125,730

4,o03
1.3663
5,470

7 REVENUE REQUIREMENT
8

Rate Base Issues

9

10

11

As indicated above, BMSC proposes an OCRB of $1,568,502, Staff proposes an OCRB of

$1,550,710; and RUCO proposes an OCRB of $1,372,834. Each of the disputed issues regard'mg rate

base items is discussed below.

12
Accumulated Deferred Income Taxes

13
Accumulated deferred income taxes ("ADIT") reflect the timing difference between when

14
'income taxes are calculated for ratemaking purposes and the actual federal and state 'income taxes

15 .
paid by the Company.

16 • » | l
depreciation is used for ratemakmg purposes, whereas accelerated deprecxatxon is used for income tax

The timing difference is primarily due to the fact that straight line

17

|..
I

;
I

I

reporting purposes (Ex. S-9, at 19). According to Staff witness Crystal Brown, the Statement of

18 i l f inancial Accounting Standards ("SFAS") No. 109, Accounting for Income Taxes, requires

19 companies to use deferred tax accounting to recognize income tax timing differences.

20 Ms. Brown stated that al though BMSC did not ini t ial ly ref lect an ADIT l iabi l i ty in i ts

21 application, in response to a RUCO data request the Company stated that it had a deferred income tax

22 credit (liability) of $360,000. However, BMSC's response also indicated that it had a deferred tax

23 Gasset of $524,000 resulting from the Company's advances in aid of construction ("AIAC") account.

241 According to Staff, the net difference between the $360,000 deferred. tai liability and the $524,000

25 3deferred-tmc~asset;isa netdefefredta*assete£$164;000;-and-theFefere» anine1=easetothe~Connp any's

26 i rate base of that amount (Id. at 20-21).

27 RUCO witness Marylee Diaz Cortez disagrees with the Company's and Staffs proposed;

I
I

28 i
!
E
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1 ADIT asset and RUCO instead recommends an ADIT liability of $161,250 (reduction to rate base)

2 RUCO's recommendation is based on BMSC's parent company's (APIF's) 2004 Annual Report

3 which reflects a net tax liability. RUC() developed its proposal in this case by allocating BMSC's

4 portion of die tax liability based on the ratio of the price paid by APIF for BMSC's stock compared to

5 APIF's total assets (RUCO Ex. 12, at 4-7; Tr. 417-418). Ms. Diaz Cortez stated that utility

6 companies "almost unfailingly create net deferred tax liabilities" (RUCO Ex. 12, at 4)

Whether other utilities normally report net deferred tax liabilities is not a controlling factor in

8 determining whether BMSC should have a net asset or liability in this case. BMSC's ultimate parent

9 APIF, controls myriad companies (see, e.g. Ex. S-13) and the fact that its Annual Report reflects a net

10 deferred tax liability is not necessarily indicative of whether its individual subsidiaries have a net

l l liability or asset on their respective books. As Mr. Bourassa explained, "[w]hen a significant amount

12 of plant has been financed by CIAC [contributions in aid of construction] and AIAC, or when there

13 are net operating losses, DIT assets are common" (Ex. A-2, at 4). We agree with the Company and

14 Staff that BMSC properly included $164,000 as a net deferred income tax asset for purposes of

15 setting rates in this case

16 Cash Worldng Capital

17 Cash working capital represents the amount of cash a company must have on hand to pay its

18 bills when they are due (Tr. 386). All parties agree that using a lead/lag study, which measures the

19 timing of funds received compared to expenses paid, is the most accurate method of determining cash

20 worldng capital

21 In this case, BMSC did not conduct a lead/lag study. In its application, BMSC calculated a

22 positive cash working capital requirement of $130,508, based on the "formula method." The formula

23 method calculates cash working capital based on one-eighth of the Company's operating expenses

24 less depreciation, taxes, purchased water, and purchased pumping power expense, plus one twenty

25 fourth of purchased water and purchased pumping power expense (Ex. S-9, at 23)

26 In her direct testimony, Staff witness Crystal Brown stated that use of the formula method is

27 not appropriate for BMSC and is, in general, appropriate only for Class D and E utilities that do not

28 have the resources to conduct a lead/lag study (Id). Ms. Brown indicated that, "[h]ad a lead-lag

I

I
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study been conducted, it might have shown that Cash Working Capital is a negative component of

; rate base" (Id. at 24). Therefore, Staff recommended removal of BMSC's proposed working capital

;requirement, in effect resulting in a zero working capital requirement (Id). On rebuttal, Company

4 witness Bourassa accepted Staffs zero working capital recommendation (Ex. A-2, at ll)

RUCO believes that BMSC has a negative cash worldng capital requirement because the

6 3 Cornpany "receives its revenues prior to having to pay its expenses" (RUCO Ex. 12, at 8). According

7 to RUCO witness Diaz Cortez, unlike many uti l i t ies that bil l  af ter serv ice is rendered, BMSC

8 customers are required to pay for service in a given month prior to receiving an entire month of

9 service. Ms. Diaz Cortez testified that the formula method assumes that there exists an average lag of

10 !45 days for operating and maintenance ("O&M") expenses, and an average lag of 15 days for

ll 8 purchased power expenses. Ms. Diaz Cortez stated that RUCO performed a modified lead/lag study

12 bin which a sampling of actual customer bills was reviewed showing die service period, bill date, and

13 payment due date (Id). Based on this review, RUCO calculated an average revenue collection lead

14 Hof 7.83 days (Tr. 382). RUCO also used the formula method's 45 lag days for O&M expenses and 15

15 flag days for purchased power expenses, which the Company was initially advocating in this case and

16 based on its analysis proposes a negative cash working capital for BMSC of $87,253 (RUCO Ex. ll

17 a t  l 4 )

We agree with RUCO's negative working capital proposal in this proceeding based on its

19 analysis which, while not as accurate as a full scale lead/lag study, provides a more accurate

20 l representation of BMSC's actual cash worldng capital situation. Although BMSC argues in its brief

21 that "RUCO has not met its burden of proof ' on this issue (BMSC Reply Brief at 10), it is the

18

22 Company which has failed to sustain its burden of presenting evidence to support its zero worldng

23 lcapifar proposal as a more accurate reflection of BMSC's actual working capital requirement. BMSC

24 bis critical of RUCO's acceptance of 45 O&M lag days and 15 purchased power lag days, yet its own

25 witness initially proposed using the formula method, which employs those very estimates (Tr. 126

26 5 127). We therefore adopt RUCO's proposal regarding the worldng capital issue

27 Scottsdale Treatment Capacity

28 In order to serve its approximately 2,000 customers, BMSC currently operates one 120,000

DECISION no. 69164
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3

4

gallon per day ("god") wastewater treatment facility located near the Boulders Resort. The remainder

of the Conlpany's wastewater flows are diverted into the City of Scottsdale's ("City" or "Scottsdale")

wastewater treatment system and ultimately delivered to the City of Phoenix Regional 91" Avenue

I

= Wastewater Treatment Plant (Ex. A-4, at 3)

In order to divert wastewater flows into Scottsdale's system, BMSC's predecessor, Boulders

6 3 Carefree, entered into a 20-year Agreement with Scottsdale in 1996 that allows the Company to

7 deliver up to 1,000,000 god to the City (Ex. A-15). According to the Agreement, no "right, die or

8 interest in the other party's utility plant or facilities" is granted to either party (Id. at 2)

In the Company's prior rate case, both the Company and RUCO sought to have the amounts

10 paid under the contract treated as plant and included in rate base. However, in Decision No. 59944

11 (December 26, 1996), the Commission agreed with Staff and treated the debt service on the debt used

12 to fund the Scottsdale treatment capacity as an operating lease, that is included in operating expenses

13 gas lease expense (Ex, A-2, at 22). Mr. Bourassa stated that the Colmnission's treatment of the

I1

I
|

8
e

14 capacity as a lease expense has resulted in lower rates to customers and lower revenues to the

15 Company compared to a rate base treatment scenario (Id. at 25-27). Staff agrees with the Company

16 that the Scottsdale capacity should continue to be treated as a lease expense consistent with the

17 Commission's prior Order (Ex. S-9, at 32-33)

18 RUCO claims that the operating lease treatment of the Scottsdale capacity costs was a

19 "'fal lacy" in 1996, and is an even greater fallacy now because of BMSC's acqtulsition of Boulder

20 .Carefree (RUCO Ex. 11, at 3-4). Ms. Diaz Cortez contends that because the original capacity was

21 purchased with a loan from Boulders Carefree's parent, and because BMSC's acquisition was

22 f inanced with equity f rom AWRA, there is no basis for continuing to treat the capacity as an

23 operating lease because to do so would not provide a credit to ratepayers for capacity that is already

24 paid for (Id. at 7)

25 We disagree with RUCO's proposed treatment of the Scottsdale treatment capacity. As Mr

26 §Bourassa points out, if rate base treatment of the Scottsdale capacity costs had been approved in the

27 Company's prior rate case, the revenue requirement would have included a return on and of the

28 capacity costs, thereby resulting in significantly higher rates in the interim period since the last case

DECISION no. 69164
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1 Lm this case, RUCO's proposal to accord rate base treatment to the capacity rights would result in a

2 reduction to the Company's revenue requirement because the original cost of the Scottsdale capacity

3 has been amortized. To switch ratemaldng treatment after more than a decade, would be arbitrary

4 Md inherently unfair to the Company. We dierefore reject RUCO's position on this issue.

5 Gross-Up Factor for Income Taxes

6 With respect to the income tax effect for the Scottsdale capacity operating lease, the Company

7 proposed to include $27,801 in operating expenses as a gross-up for income taxes. Under the

8 Company's proposal, income taxes would be included on the principal amount of loan payments for

9 the Scottsdale treatment capacity agreement (Ex. S-9, at 32).

10 Staff recommended a treatment that does not require a gross-up factor and which Staff

l l believes is a simpler and cleaner method. Under Staffs proposal, the loan payments would not be

12 included in the raterndcing calculation of taxable income, which would result in a higher taxable

13 income and an offsetting, higher income tax expense to be included in rates (Id.). Staff argues that

14 the Company 's method would understate income tax  expense,  and adopt ion of  Staf f s

15 recommendation would result in a more realistic level of income taxes expense for ratemaking

16 purposes (Id. at 33).

17 The Company did not brief this issue and we assume that it therefore accepts Staffs proposed

18 treatment of this issue. We will adopt Staffs recommendation.

19 Summarv of Rate Base Adjustments

20 Based on the foregoing discussion, we adopt an adjusted OCRB and FVRB of $1,472,969 for

21 BMSC in this proceeding.

22 .
OCRB
Plant in Service

24 Less: Accumulated Depreciation
Net Plantain Service »

25 Deductions:

26

27

28

23 $8,630,686
4.331.129
4,299,551 -

I

i
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164.000

3

4 Operating Income Issues

In the tem year, the Company's adjusted operating revenues were $1,205,452. In its ft

6 schedules, BMSC reported adjusted test year operating expenses of $1,22l,973, and test year net

7 operating income of negative $14,233. As set forth in its final schedules, Stay's proposed adjusted

8 test year operating expenses are $l,200,633, resulting in test year operating income of $4,819

9 RUCO's schedules showproposed adjusted test year total operating expenses of $1,083,477, yielding

10 test year operating income of $129,733. The disputed expense adjustments are discussed below

11 Property Tax Expense

12 The Arizona Department of Revenue ("ADOR") determines the value of utility property for

13 tax purposes using a formula that is based on the utility's historical revenues. BMSC and Staff

14 propose to follow a line of recent Commission decisions to use adjusted test year revenues in the

15 application of the ADOR formula in order to determine the allowable property tax expense in this

16 proceeding (See, e.g., Chaparral City Water Company, Decision No. 68176 (September 30, 2005)

17 Rio Rico Utilities Co., Decision No. 67279 (October 5, 2004); Arizona~American Water Company

18 Decision No. 67093 (June 30, 2004);Bella Vista Water Company,Decision No. 65350 (November 1

19 2002); Arizona Water Company, Decision No. 64282 (December 28, 2001)). RUC() continues to

20 disagree with the Commission's use of adjusted test year revenues in the application of the ADOR

21 formula for estimating property tax expense for ratern ng purposes, and argues as it has in a

22 number of prior cases that only historical revenues should be used (RUCO Ex. 13, at 13-17)

23 RUCO compared the results of its methodology, based on die Company's historical revenues

24 for the test year, and the two years prior, with the results of the Commission's methodology. RUCO

25 contends that since its methodology more accurately predicted the actual 2005 assessment, the

26 Commission should adopt its approach on this issue (Id at 15)

27 We once again disagree with RUCO's position. Consistent with numerous prior decisions, we

28 do not believe RUCO's backward-looking methodology properly recognizes that, barring

Additions
2 Prepayments

Worldng Capital
TOt3.1 OCRB

(87253)
$1.472,969
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Company's original estimate of $120,000, amortized over four years. lV1"r. Kigsby stated thatRUCO

found the original estimate to be reasonable and "decided that the prudent approach would be to wait

until a final figure can be accurately calculated and compared to the Company's request" (RUCO Ex.
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1 extraordinary circumstances, any increase granted if this case will increase the Company's property

2 taxes. As we stated in the Chaparral City case cited above, "RUCO's calculation methodology,

3 which uses only historical revenues, unfairly and unreasonably understates property tax expense, and

4 is therefore inappropriate for ratemaking purposes" (Decision No. 68176, at 14). RUCO has not

5 demonstrated a basis for departure from our prior determinations on this issue and we will therefore

6 adopt the recommendations of the Company and Staff to follow Commission precedent and use

7 adjusted test year revenues in determining property tax expense.

8 Rate Case Expense

9 In its direct case, BMSC estimated rate case expense in the amount of $120,000, but indicated

10 that it would true-up costs as the case progressed (Ex. A-l, at l0-12). On rebuttal, Mr. Bourassa

11 adjusted the Company's estimated rate case expense upward, to $l50,000, which would be amortized

12 over four years. Mr. Bourassa claimed that the additional rate case expense allowance is justified

13 because the Company has incurred additional expenses due to the intervention of Carefree and the

14 Boulders HOA, as well as more extensive discovery than expected by Staff and RUCO (Ex. A-2, at

15 31-32). BMSC attached to its Opening Brief an exhibit (Brief Exhibit 3) that purports to show that it

16 had incurred actual rate case expenses of more than $194,000 through the end of July 2006, prior to

17 the filing of briefs in this case.

18 Staff recommends that the Company be allowed rate case expense of $l24,800, amortized

19 over four years. Staff witness Brown stated that the additional $4,800 over the Company's original

20 estimate is sufficient to cover any additional expenses incurred by the Company to address the issues

21 raised by the Town's and Boulders HOA's intervention (Ex. S-10, at 16-18). Ms. Brown testif ied

22 that the $4,800 figure is based on a $400 hourly rate, multiplied by an additional 24 hours that Staff

23 believes is sufficient to address intervenor issues, less removal of half of the additional amount "to

24 reflect only the amount that customers should pay" (Id. at 18).

25 RUCO witness Wil l iam Rigsby f i led testimony recommending recognition of  only the

26

27

28

1

i

i
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1 13, at 17). However, once the Company presented an updated estimate of rate case expenses due

2 primarily to odor issues raised by the interveners, RUCO continued to propose that only the original

3 $120,000 estimate should be recognized

4 We believe the Company has justif ied recognition of its proposed rate case expense of

Mr. Bourassa testif ied that BMSC had incurred actual rate case5 ¥$150,000 in this proceeding.

6 expenses of approximately $115,000 through April 2006, more than a month before the evidentiary

7 shearing commenced and several months before post-hearing briefs were prepared (Ex. A-3, at 19)

8

9

We believe that the Company's $150,000 rate case expense represents a reasonable allowance under

the facts and circumstances of this case and is consistent with rate case expense allowances in other

10 8 proceedings. See, e.g., Arizona-American Water Company ($419,000), Decision No. 67093 June 30

l l  32004); Arizona Water Company ($250,000), Decision No. 66849 (March 19, 2004). To hold a

12 company strictly to its original eMirate, regardless of 'intervening events, would create an incentive

13 !for over-estimating costs on the front end rather than attempting to provide a good faith estimate

14

15

16

17

18

19

20

subject to reconciliation based on actual events. We do not believe Staffs or RUCO's proposals

provide adequate recognition of the additional costs incurred by BMSC in prosecuting its rate case

and we will therefore adopt the Company's position on this issue

' Removal of Legal Costs

Staff witness Brown recommended removal from test year expenses of $3,228 in legal costs

associated with negotiating an operating agreement with Carefree. She proposed, instead, that the

legal costs should be capitalized and amortized over the life of the agreement (Ex. S-9, at 31). The

21 Company did not oppose Staffs recommendation and we will therefore adopt Staffs position

22 Affiliate Company Profits

23

24

25

As described above, AWRA [Algonquin Water Resources of America, Inc.] is a wholly

owned subsidiary of APIF [Algonquin Power Income Fund]. In Arizona, AWRA owns and operates

@Black Mountain Sewer Corporation, Bella Vista Water Company, Litchfield Park Service Company

26 ,Gold Canyon Sewer Company, Northern Sunrise Water Company and Southern Sunrise Water

27 ?Company

AWRA employs an organizational model that is unique in Arizona. AWRA, BMSC's sole28

i
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1

2

3

4

5

6

7

8

9

shareholder, has no employees. BMSC, as well as all of the other regulated utility companies listed

above, have no employees. Instead, almost all operational services are provided by an allegedly

unregulated af f i l iate edged Algonquin Water Serv ices ("AWS") that has between 70 and 90

employees and which, apparently, provides similar services received by the regulated public service

corporations owned by Algonquin in Arizona, including BMSC (Tr. 529-530)4. The written contract

that exists between BMSC and AWS for provision of wastewater services was not negotiated, but

was based on a template that is used by the Algonquin Power System to manage its hydroelectric

plants in Canada (Tr. 510).

Staff' s Position

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Based on its analysis, Staff recommends that die Commission disallow $20,871 that the

Company is seeking in rate base for capitalized affiliate profit, and $21,761 the Company seeks to

recover in operating expenses for affiliate profit (Staff Ex. 9, at 27, Staff Br. Sched. CSB-6)5. Staff

points out that BMSC has in erect turned over the entirety of its operations and management to an

(allegedly) unregulated affiliate, and that the affiliate's shareholders have imposed a contract on

BMSC, without negotiation, that provides the affiliate with guaranteed profits at the expense of

BMSC's captive ratepayers (Ex. S-10, at 4-5). Ms. Brown stated that BMSC's affiliate is essentially

operating as an unregulated monopoly based on the Company's claims that there are no other

companies or individuals that could provide comparable services to Bmsc'. Ms. Brown dismissed

the Company's claims that the affiliate arrangement resulted in $222,000 in savings as unsupported

assertions but, regardless of savings, Staff contends that it is reasonable for the affiliate to recover

only the reasonable actual costs from customers (Id. at 7-8). Staff also asserts that there may be

additional affiliate profit that it was unable to specifically identify. As an example, Staff cites to a

billing rate for a "general manager" of $150 per hour that was charged to BMSC by its affiliate. Ms.

24

25

26_

27
I

I

28

4 Staff witness Crystal Brown indicated that, during the test year, the Company was billed $275,460 by AWS, $32,017 by
Algonqui1rPe*vverlPr=ustrand $27,3 ll by14Jgonquin Pewei=Systems, fer a total et $332,604-izrbillings by the Cc» mpany's

.aflti1iates(Ex. S-9, at 26), .. -
5 The capitalized affiliate profit represents 8 percent of project costs billed to BMSC and, for operating expenses the
affiliate billings included a 6.5 percent profit (]d., Ex. A-2, at 17).
6 As evidence of the potentially manipulative effect of affiliate control, Ms. Brown pointed out that the affiliate increased
its management fees to BMSC Bom $7,500 per month in 2003 to $13,062 per month in 2004, the test year (Ex. S-10, at
6).
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1 Brown stated that the $150 hourly rate equates to $312,000 on an annual basis to perform

2 management duties for BMSC (Id. at 8)

In support of its recommended disallowance of capitalized and expensed affiliate profits, Staff

4 argues that the record supports piercing the corporate veil and treating all of the Algonquin affiliates

as a singleentity. Staff cites to a prior case involving Consolidated Water Utilities, LTD, Decision

6 No. 57666. (December 19, 1991), wherein the Commission stated: "We do not believe it is

7 appropriate for ratepayers to pay a profit margin for each layer of related companies. Hence we

8 totally agree with Staff that all of the profit margin of CUC should be disallowed as part of the

9 allocation." (Id. at 18-19). Staff ds cites Walker v. Southwest Mmes Development Co., 52 Aziz

10 403, 81 P.2d 90 (1938), wherein the Arizona Supreme Court stated

l l

12

14

[W]hen one corporation so dominates and controls another to make that
other a simple instrumentality or adjunct to it, the courts will look beyond
the legal fiction of distinct corporate existence, as the interests of justice
require; and where stock ownership is resorted to not for the purpose of
participating in the affairs of the corporation in the customary and usual
manner, but for the purpose of controlling the subsidiary company so that
it may be used as a mere agency or instrumentality of the owning
company, the court will not permit itself to be blinded by mere corporate
form, but will, in a proper case, disregard corporate entity, and treat the
two entities as one

19

According to Staff, the case of Deutsche Credit Corp. v. Case Power & Equip. Co., 179 Ariz

155, 876 P.2d 1190 (App. 1994), provides additional support for this view. In that case, the Arizona

Court of Appeals quoted Jabczenski v. Southern Pacyic Memorial Hospital, Inc.,119 Ariz. 15, 21

579 P.2d 53, 59 (App. 1978), as follows

22

24

Two corporations can be regarded as the same if "[e]ither the dominant
corporation so contro1[s] and use[s] the other as a mere tool or
instrument in carrying out its own plans and purposes that justice requires
it be held liable for the results, or, there [is] such a confusion of identities
and acts as to work a fraud upon third persons

Staff further argues that,pursuant to Gateclyv. Great Republic LW Insurance Co.,170 Ariz. 34, 37

26 821 P.2d 725, 728 (1991), the standard for imposing the alter ego theory requires a showing of unity

of controland that thecorporate form would sanctiona fraud orpromote injustice

Id.,52 Ariz. At 414-415, 81 P.2d at 95,quoting Platt v. Brainer Co.,131 Wash. 573, 230 P. 633 (Wash.1924)
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Staff also cites a decision by the Washington Utilities and Transportation Commission, in

2 Washington Wafer Power Co., 24 P.U.R. 4th 427 (at page 13) (1978), in which the Washington

3 Commission, citingMississippi River Fuel Corp. v. Federal Power Comm 'n, 102 US App 238, 252

4 F.2d 619 (D.C. Cir. 1957), made the following finding

[T]he clearly stated concern appears to be not the level of price at which
the transaction is accomplished in comparison with prices in nonaffiliated
transactions, but instead a level of earnings by the unregulated arm of the
utility at a rate higher than the utility is authorized and would be allowed
to achieve if no corporate device were utilized. In effect, the courts
approve for rate-maldng purposes the placement of a 100 percent affiliate
in the same position as an integrated [part] of a utility

Based on these decisions, as well as several others cited in its Brief, Staff claims that the
10

17

corporate veil should be pierced to avoid an injustice. Staff points to the fact that neither BMSC nor

AWRA have any employees and, as a result, the Algonquin affiliates provide virtually all of the

services needed to serve the Company's customers, contracts between BMSC and AWC are

presented to the Company without negotiation based on a template provided by the ultimate parent

APIF; that AWS was "specifically created" to provide the majority of services to BMSC; and the

vice-president and general manager of AWS directs day-to-day management and operations of the

water and wastewater systems owned by AWRA (including BMSC) (Ex. A-5, at 1). Staff asserts that

the record supports the conclusion that BMSC is merely an agency or instrumentality of the

Algonquin affiliates, and the corporate structure created by the Algonquin companies results in an

20 injustice to ratepayers by creating a layer of froNt that is inconsistent with Arizona's regu.latory

raternaking standards

22 Finally, Stay expressed concern with BMSC's suggestion in this case that,if theCommission

disallows the Company's requested a£Eliate profit request, Algonquin will reorganize its corporate

24 As described in the Company's

testi1N6hy,."[e]itlier Operating eipehses increase because BMSC will have"to hire"personnel to

structure in a mamler that will be more costly to ratepayers.
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1 'Commission make 'a finding in this Decision that it expects AWRA to operate its affiliate companies

2 gas efficiently as possible

BMSC's Position

The Company contends that Staff's recommendation should be disregarded because common

5 ownership adore is not a sufficient reason to pierce the corporate veil of the Company and its

6 ;aftiliates. BMSC claims that Staff failed to meet the burden of proving its proposal because,

7 Staiff raised the issue of affiliate profit disallowance, the Company presented evidence as to the

8 reasonableness of its affiliate costs. AccOrding to Mr. Bourassa, the Company is not aware of any

9 local companies that could prov ide the type of serv ices supplied by the Algonquin aff i l iates

10 !However, he indicated that the Company attempted to compare its costs with those of a management

l l services firm and estimated that such a firm would charge approximately $10 to $12 per customer per

12 month, compared to $10 to $11 for the BMSC affiliate (Ex. A-2, at 34). Mr. Bourassa testified that

13 Chaparral City Water Company has operations costs of approximately $14 to $16 per customer and

14 : he believed some other companies had costs of more than $18 per customer (Tr. 171-172)

15 The Company argues that, once this evidence was presented, it was incumbent upon Staff to

16 'present evidence showing why BMSC's proposed costs are unreasonable. BMSC claims that Staff

17 could have sought to audit the affiliate companies' books and records, but Staff did not do so. The

18 i Company contends that the only evidence in the record shows that bids for comparable services were

19 lot available and, in any event, there is no evidence of excessive profits

20 With respect to Staff's proposal to pierce the Company's corporate veil, BMSC asserts that

21 §th€ cases cited by Staff stand for the proposition that corporate structures will not be ignored unless

22 Ethey were created for essentially fraudulent purposes. BMSC cites Arizona Public Service Co. v

23 3 Arizona Corp. Comm 'n, 155 Ariz. 263, 267, 746 P.2d 4, 8 (App. 1987), wherein die court declined to

24 pierce the corporate veil  because the Commission did not show undercapital ization, f raud

25 8 misconduct or impropriety in the management of the affiliated companies. The Company also claims

26 8 the court in Deutsche Credit, supra, held that "[t]he concept of a corporation as a separate entity is a

27 legal fact, not a f ict ion." Deutsche Credit at 160. In addition, BMSC cites Kearns v. Tempe

28 5 Technical Institute, Inc., 993 F.Supp. 714, 723 (D. Ariz. 1997), in which the court stated that

OIIC8
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investment used and useful, plus reasonable operating expenses. We believe it is inherently

unreasonable for an affiliate company that performs all of the operational functions of the utility

company, under a non-negotiated contract, to seek an additional profit margin simply because the
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1 "corporate status will not be lightly disregarded."

2 With respect to the Washington Water Power case cited by Staiil as well as Central Louisiana

3 Electric Co., 373 So.2d 123 (La 1979), BMSC argues that the central holding of both cases is that

4 the regulatory commission must assure that rates are just and reasonable, and the evidence presented

5 in this proceeding supports a finding that BMSC's affiliate company expenses are reasonable. The

6 Company also contends that the profit on die affiliated transactions is not guaranteed because all

7 costs are subject to intense scrutiny in the ratemaking process and dl costs can go up or down ding

8 intervening periods between rate cases. BMSC asserts that Staff has not provided evidence to

9 disprove the reasonableness of the affiliate costs, including the requested profits, and thus Staffs

10 recommendation should be rejected.

11 RUCO's Position

RUCO did not present testimony or take a position on this issue.12

13

14 We agree with Staff that, at a minimum, the profit component of both capitalized costs and

15 expenses by the BMSC affiliate companies should be disallowed. We will not countenance a

16 corporate shell game that allows companies to hide behind corporate structures in order to avoid

17 scrutiny of what would normally be the function of the regulated public service company. BMSC

Resolution

18 criticizes Staffs failure to present evidence as to the unreasonableness of the subsidiary costs.

19 Although Staff could have pursued discovery of the aiiiliate companies, given Staff's heavy caseload

20 and die constraints for processing this matter under the time clock rules, it was not unreasonable for

21 Staff to pursue other means of supporting its recommendation to disallow affiliate company profits,

22 Presumably, the Algonquin companies conducted a due diligence analysis prior to acquiring

23 BMSC and understood the regulatory framework in Arizona. The rate base/rate of return regulatory

24

25

scheme provides that, in exchange for being granted an exclusive service territory with monopoly

status, Dublic service corporations are granted an opportunity to earn an authorized return on
QS

27

28
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1 affiliate was structured as a separate corporate entity. The question that must be asked is whether an

2 affiliate company under common ownership and control should be permitted to add an additional

3 layer of profit, and to do what a regulated public service corporation is otherwise legally prohibited

4 from doing (i.e., recover an additional profit margin for its services), based solely on the parent

5 company's decision to create a separate affiliate company. Our answer is a resounding no

We believe our f inding is consistent wide the line of cases which indicate regulatory

7 commissions have broad authority to scrutinize transactions between a regulated company and its

8 unregulated affiliates, and to disallow excessive costs. See, e.g, US. West Communications, Inc. v

9 Arizona CorporatiorzComrn'n, 185 Ariz. 277, 282, 915 P.2d 1232 (App. 1996); General Telephone

10 Co. of New York v. Public Service Commission of New York, 17 N.Y.2d 373, 378 (N.Y. 1966)

l l ("[w]hen a utility and its suppliers are both owned and controlled by the same holding company, the

12 safeguards provided by arm's length bargaining are absent, and ever present is the danger that the

13 utility will be charged exorbitant prices which will, by inclusion in its operating costs, become the

14 predicate for excessive rates."). See also, Slate of North Carolina v. Morgan, 177 S.E.2d 405, 416

15 (Supreme Court of North Carolina, 1970) ("the doctrine of the corporate entity may not be used as a

16 means for defeating the public interest and circumventing public policy. In order to prevent such a

17 resit, a parent corporation and its wholly owned subsidiaries may be treated as one." [citations

18 omitted]); Washington Water Power, supra, at page 15, quoting the Public Utilities Commission of

19 Ohio's decision in Columbus Gas & Fuel Co., PURl933A 337 ("[A] company enjoying the

20 immunities of a public utility has no right to impose upon the consumers a heavier burden than that

21 which would be justly borne, and that will produce a proper rate of return, considering the value of

22 the property devoted to this publ ic serv ice and to the risks involved."). as this

23 Commission stated in the Consolidated Water case, "[w]e do not believe it is appropriate for

24 ratepayers to pay a profit margin for each layer of related companies....[and] all of the profit margin

25 of CUC [the affiliate company] should be disallowed as part of the allocation." (Decision No. 57666

26 at 18-19)

27 We also share the concern raised by Staff that there may be additional profit margins built

28 into the affiliate billings that have not been specifically identified. Because we do not have any

Moreover,
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1 specific record evidence of additional inappropriate profits in this case, we will exclude only the

2 ccprofitssv that have been clearly identified by Staff In doing so, however, we make no finding as to

3 'the reasonableness of the Algonquin affiliate structure and, in future cases involving the Algonquin

4 companies, we expect all Affiliate salaries, expenses, and billings to be scrutinized to avoid potential

abuses.5

6 Net Operating Income

7 ! Consistent with the foregoing discussion, we will flow adjusted test year operating expenses

10 COST OF CAPITAL

11 BMSC recommends that the Commission determine the Company's cost of common equity to

12 be 11.0 percent. Staff recommends a cost of common equity rate of 9.6 percent. Both ate Company

13 and Staff recommend a capital structure of 100 percent equity and no debt. RUCO proposes a return

14 ion equity of 9.49 percent, with a hypothetical capital structure of 43 percent debt and 57 percent

15 equity, resulting in an 8.92 percent weighted cost of capital (RUCO Ex. 14, at 9-10)8.

16 lCapital Structure

8 if $1,205,533, which based on test year revenues of $l,205,452, results in test year adjusted

9 operating income of negative $81, for no rate of return on FVRB.

I

!

Company witness Bourassa stated that BMSC's capital structure consists of 100 percent

21 agrees with the Company's proposed 100 percent equity capital structure (Ex. S-4, at 6). RUCO,

I A ¢
22 however, proposes the use of a hypothetical structure of 43 percent debt and 57 percent equity

I

17 i

18 equity because, although the Company has $1,184,732 of long-term debt on its books due to

19 acquisition of the Scottsdale treatment capacity, that debt service is included 'm operating expenses
|

20 pursuant to prior Commission Order and there is no other long-tenn debt (Ex. A-2, at 39). Staff

23 i (RUCO Ex. 14, at 9-11).

According to Mr. Rigsby, the Commission should adopt a hypothetical capital structure based

25 on the Algonquin parent company's capital structure. Mr. Rigsby claims that adoption of a

24

26

27

28
I

s Mr. Rigsby recommended that, if the Commission adopts RUCO's position on the Scottsdale capacity issue, the capital
structure should be weighted at 44 percent debt and 56 percent equity, with a 9.45 percent weighted cost of capital
(RUCO Ex. 14, at 9; Tr. 539). Since we have adopted the Company's position regarding the Scottsdale capacity issue,
RUCO's position is as stated above.

n

l
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1 hypothetical capital structure is appropriate in this case because his estimate of a 9.49 percent return

2 on common equity ("ROE") was derived from a sample group of companies that have capital

3 structures that consist of approximately 50 percent debt and 50 percent equity. He therefore proposed

4 using the weighted cost of debt reported in APIF's 2004 Annual Report (Tr. 550-553)

We agree with Staff and the Company that a capital structure comprised of 100 percent equity

6 should be used for calculating BMSC's cost of equity capital in this proceeding. Although RUCO

7 proposes using a hypothetical capital structure based on the 2004 APIF Annual Report, its witness

8 admitted that the APIF capital structure would incorporate the debt and equity of a variety of

9 companies Under the Algonquin umbrella, including a Canadian waste reclamation company, a

10 hydroelectric company in New Hampshire, and a sewer company in Texas (Tr. 553-554). In fact, the

l l plant in BMSC's rate base is financed entirely by equity. Although there is some long-term debt on

12 the Company's books associated with the Scottsdale treatment capacity, as explained above that debt

13 has been treated as an operating le.ase for nearly a decade pursuant to prior Commission Decisions

14 and, therefore, there is no plant in rate base associated with the Scottsdale capacity debt. We believe

15 RUCO's hypothetical capital structure recommendation is results oriented and is not consistent with

16 the Company's actual capital structure. We therefore adopt a 100 percent equity capital structure for

17 BMSC in this case

18 Cost of Common Equitv

19 Determining a company's cost of common equity for purposes of setting its overall cost of

20 capital requires an estimation that is both art and science. As evidenced by the competing

21 methodologies employed in this case, and most other rate cases, there is no clear-cut answer as to

22 which formula should be used for reaching the appropriate outcome. Rather, the three expert cost of

23 capital witnesses, Messrs. Bourassa, Chavez, and Rigsby, each rely on various analyses for their

24 recommendations

25 BMSC's Position

26 The Company's expert witness, Mr. Bourassa, based his common equity cost

27 recommendation of 11.00 percent on the results of his discounted cash flow ("DCF") model using six

28 proxy companies (American States Water, Aqua America, California Water, Connecticut Water

20 DECISION no. 69164



liliviilend growth will occur 'm multiple stages, compared to the constant grOWth"version of the DCF

model, which assures constant growth of earnings and dividends (Ex. A-1, at 31). The Company

'also claims that while its analysis relies on forward-looldng growth, Staffs methodology gives a 50
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1 Middlesex Water, and SJW Corp.). Mr. Bourassa employed a risk premium analysis and a

2 comparable earnings analysis as a check on the reasonableness of the DCF results (Ex. A-1, at 13-14;

3 Ex. A-3, at 21-25).

4 The Company's DCF analysis produced ROE results for the proxy companies ranging from

5 8.5 to 11.0 percent (Ex. A-3, at 22). Mr. Bourassa's risk premium analysis resulted in an ROE range

6 of 10.2 to 11.0 percent, while the earnings analysis produced results in the 7.8 to 12.7 percent range

7 ( Id) . He also looked at Value Line projections for ROE in the water industry for 2006, 2007, and

8 2009, and found projected returns of 10.0, 10.5, and 11.5 percent, respectively (Id.). BMSC argues

9 that Mr. Bourassa's analysis supports the Company's proposed 11.0 ROE in this case considering

10 BMSC's risks and investor expectations.

11 BMSC criticizes the recommendations of both Staff and RUCO (9.6 and 9.49 percent ROE,

12 respectively), because the Company claims that Staff and RUCO blindly followed the results of their

13 models without regard for whether their proxy companies are actually comparable in terms of

14 investment risk. The Company contends that the Staff and RUCO recommendations, compared to

15 ROE proposals in prior cases, have not kept pace with rising interest rates over the past several years,

16 thereby producing skewed results. BMSC asserts that the Staff and RUCO analyses ignore tirin-

17 specific risk based on their claim that under modem finance theory all risk is reflected in a stock's

18 "beta" (which estimates risk by comparing a stock's volatility relative to the market in which it is

19 traded). The Company argues that the Staff and RUCO beta assumption ignores factors such as ztirm

20 size; diversif ication of the utility; regulatory risk; and liquidity risk (Ex. A-2, at 48). BMSC cites

21 additional alleged defects with the Staff and RUCO methodologies, including: the sample group

22 consists primarily of water utilities, only one of the companies. in the group has operations in

23 Arizona, the stock of the sample companies is traded on a national exchange; and all but one of the

24 companies has published credit ratings (Ex. A-1, Sched. D-4.1).

25 BMSC is critical of Staffs use of a multi~stage DCF model, which assumes that earnings and
"go"

27

28
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1 percent weighting to historical growth (1995 to 2005) which produces unrealistic results and

2 depresses the equity cost estimate. BMSC claims that giving a 50 percent weighting to historical

3 growth effectively double counts what has happened in the past, because historical information is

4 already embedded in the stock prices used tocalculate the dividend yield(id.)

With respect to Staffs use of the Capital Asset Pricing Model ("CAPM"), the Company

6 asserts that the CAPM is difficult to implement in practice, especially when applied to a small

7 closely-held firm (Id.). The CAPM is calculated using the subject company's beta (measurement of a

8 security's volatility in relation to the market); the risk free rate (the return an investor expects to am

on a theoretical "risldess" investment), and the average market return (from which the market risk

10 premium is calculated). BMSC claims that the 0.74 beta for Staffs six proxy companies (as

11 calculated by Value Line)should not be applied to BMSC because it is not publicly traded and has no

12 estimated beta. With respect to the risk free rate selected by Staff (average yield on 5, 7 and 10+year

13 Treasury securities), the Company claims that because a corporation has an indefinite life, the use of

14 intermediate Treasury securities is inappropriate

15 According to BMSC, the inputs Staff used in its CAPM produce results that are contrary to

16 the CAPM theory. The Company claims that, although under the CAPM theory cost of equity moves

17 in the same direction as interest rates and estimated beta, Staffs CAPM estimates move in the

18 opposite direction of both interest rates and beta risk. In addition to the alleged application problems

19 perceived by BMSC, die Company contends that the CAPM has empirical shortcomings that

20 invalidate its use for estimating ROE. BMSC cites to Several articles in Economics journals to

21 support its claim the CAPM is flawed. The Company argues that the Risk Premium Model ("RPM")

22 is superior to CAPM because under the RPM the risk premium is directly estimated by comparing

23 authorized and actual returns on equity with the current yield of investment grade bonds or other debt

24 instruments

25 BMSC is also critical of the RUCO DCF analysis because the Company claims that Mr

26 Rigsby substituted his own subjective judgment for market data in its DCF model. The Company

claims that RUCO used the sustainable growth method to estimate dividend growth, but substituted

28 its witness' subjective dividend growth rate, thereby understating substantially the Company's cost of
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model, a Multi-stage DCF model, and a two-part CAPM analysis. The two CAPM estimates were"

based on an historical market risk premium and a current market risk premium. Staffs DCF model

produced a ROE of 9.6 percent, the average of its two CAPM results was 9.5 percent, and the
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1 equity. BMSC argues that RUCO's witness ignored the actual and forecasted stock financing rates

2 reported in his own schedules.

3 RUCO's Position

4 RUCO witness Rigsby based his ROE recommendation on the results of his DCF andCAPM

5 analyses, which ranged from 8.89 percent to 10.69 percent for his sample group of publicly traded

6 water and gas companies. His 9.49 percent ROE recommendation is the result of the DCF analysis,

7 which utilized a sample of publicly traded water companies (RUCO Ex. 14, at 8).

8 RUCO contends that Mr. Rigsby's DCF model relied on objective estimates of external

9 growth using Value Line analyst projections as a guide (RUCO Ex. 15, at 24). RUCO argues that Mr.

10 Rigsby's growth estimates properly recognize that the market price of a utility's common stock will

l l tend to move towards book value if regulators allow a rate of return that is equal to the cost of capital

12 (Id. at 19-20). According to RUCO, the Commission recently adopted the same methodology in

13 determining the cost of common equity for Southwest Gas Company in Decision No. 68487

14 (February 23, 2006).

15 RUCO asserts that the Company's criticism of the CAPM employed by RUCO and Staff is

16 unfounded. RUCO claims that the Company's risk premium analysis is simply a variation of the

17 CAPM, but the RPM fails to account for the additional market-based information that is included in

18 the CAPM. RUCO contends that the estimated return produced by either the CAPM or the RPM is

19 one of a number of factors that investors take into consideration when evaluating a company's stock.

20 RUCO also argues that, despite Value Line projections of lower ROEs for water utilities, the

21 Company made no comparable downward adjustment to its original 11.0 percent recommendation.

22 RUCO claims that its cost of capital recommendation is reasonable and should be adopted by the

23 Commission.

24 Staffs Position

25 In formulating its ROE recommendation in this case, Staff employed a constant growth DCF

27
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average of the DCF and CAPM results was 9.6 percent, which is its recommendation in this

proceeding. For purposes of its analysis, Staff selected six publicly traded water companies that

derive most of their earnings from regulated operations and which are analyzed by Value Line

publications (Ex. S-4, at 13)

Staffs cost of capital Mtness, Pedro Chaves, calculated the growth factor for his DCF model

6 by averaging the results of six growth projection methods"' (Id. at16). Mr. Chavez explainedthat the

7 most controversial element of a DCF analysis is the choice of inputs for the growth rate. He stated

8 that Staffs use of both historical and projected EPS, DPS and sustainable growth components

9 provide a balanced outcome that avoids a skewed result which could occur if only MstoNcdor

10 projected growth results are analyzed (Ex. S-5, at 4)

l l In response to BMSC's criticisms, Staff contends that its methodologies reflect a properly

12 balanced analysis compared to the Company's proposal. Staff refutes the Company's claim that it

13 .blindly followed the results of its models and argues that Mr. Bourassa used professional judgment

14 inappropriately. According to Staff, its inputs were chosen by identifying available market data, and

15 then analyzing whether investors could be expected to rely on such data prior to inputting the data

16 into its models. Staff argues that the Company's methodology, on the other hand, is results oriented

17 in order to produce the highest ROE result possible. Mr. Chaves testified that Staff selects the dates

18 for its inputs before the date occurs, and attempts to use the most recent dates before its testimony is

19 finalized (Tr. 717-718). Staff also disagrees that its CAPM is subject to manipulation, as suggested

20 by the Company, because it picks dates for the inputs without regard to the end result that will fall out

21 from the analysis

22 With respect to the Company's criticism that rising interest rates are not reflected in Staffs

23 cost of capital analysis, Staff contends that three of the CAPM variables do not necessarily move in

24 the same direction at the same time. Although Mr. Chaves conceded that there is a relationship

25 between interest rates and the cost of equity capital, he stated that cost of equity would tend to move

26

The six proxy companies chosen by Staff are American States Water, California Water, Aqua America, Connecticut
Water,Middlesex Water, and SJW Corp. (ld., Sched. PMC-3)

The six methods involve calculations of historical and projected dividends per share ("DPS"), historical and projected
earnings per share ("EPS"), and historical and projected sustainable growth (Ex. S-5, Sched PMC-7)
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With respect to the methodology employédfor calCulatingthefeturll On common equity, we

believe Staffs analysis is appropriate and consistent with prior Commission decisions regarding cost

The sample group are appropriate because they haveof capital.
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in the same directionas interest ratesonly if all other variables are constant (Tr. 684). According to

Mr. Chaves, while interest rates increased between the tiling of his direct and surrebuttal testimonies

from 3.3 to 4.7 percent, Staffs current MRP declined from 13.1 to 5.7 percent, thereby offsetting the

interest rate increase (Tr. 719-722).

Staff asserts that the Commission should reject BMSC's proposed 11.0 percent ROE because

6 alt is based on inputs drat artiiiciadly inflate the required return. Staff points out that the Company's

7 !DCF results are identical to Staffs DCP results (i.e., 9.6 percent) (Tr. 144). However, Mr. Bourassa

8 excluded Middlesex Water because its cost of equity was only 40 basis points above the projected

9 cost of Baa investment grade bonds (Ex, A-3, Sched.D-4.9). Mr. Craves stated that he believed the

10

11

12

13

14

reason for exclusion of Middlesex was insufficient, and if Middlesex were included in the Company's

DCF analysis, the overall results would drop from 9.6 to 9.5 percent (Tr. 712-713; Ex. S-8).

Staff argues that the Company's use of the risk premium and comparable earnings analyses,

as well as the Company's size, for purposes of inflating its ROE proposal have been rejected by the

Commission in the past. See, e.g., Southwest Gas Corp.,Decision No. 68487 (February 23, 2006).

15 i Staff claims that BMSC's witness used only forecasted EPS growth estimates, while excluding

16 E historical DPS, EPS, and forecasted DPS growth. Staff also points out that although his DCF

Conclusion on Cost of Capital

I
I

17 analysis produced a range of 8.5 to 11.0 percent for the sample group of companies, Mr. Bourassa

18 chose the highest point in Mat range for his ROE recommendation. Staff therefore recommends that

19 1 the Commission adopt its 9.6 percent cost of capital recommendation in this proceeding.

20

21 We believe that Staff's recommended cost of capital achieves an appropriate result that is

22 supported by the evidence in the record. Staffs witness' use of the DCF model as the primary basis

23 for determining the Company's reasonable estimated cost of equity capital is a methodology that has

24 i been used for many years by this Commission, as well as other regulatory commissions across the

E 25 country.
26

27
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1 objective data that is publicly available through Value Line and other investor publications. We agree

2 Mth Staff that the Company's proposal to exclude Middlesex Water, because its cost of equity was

3 perceived by the Company to be too low for inclusion 'm its DCF analysis, is an artificial means of

4 skewing the end result in the Company's favor

We are not persuaded by the Company's legal arguments that adoption of Staffs cost of

6 equity recommendation would result in a violation of the Commission's authority under the Arizona

7 Constitution, the case law interpreting that authority, or of the Hope, Blue field, and Duquesne

8 decisions". Article 15, Section 3.of` the Arizona Constitution provides in relevant part that the

9 Commission "shall have full power to, and shall, prescribe just and reasonable classifications to be

10 used and just and reasonable rates and charges to be made and collected, by public serv ice

l l corporations within the State for service rendered therein." In determining just and reasonable rates

12 Me Commission has broad discretion subject to the obligation to ascertain the fair value of the

13 utility's property, and establishing rates that "meet the overall operating costs of the utility and

14 produce a reasonable rate ofretum." Scales, et al. v. Arizona Corp. Comm 'n, 118 Ariz. 531, 534, 578

15 P.2d 612 (Ct. App. 1978). Under the Arizona Constitution, a utility company is entitled to a fair rate

16 of return on the fair value of its properties, "no more and no less." Litchfield Park Service Co. v

17 Arizona Corp. Comm'n, 178 Ariz. 431, 434, 874 P.2d 988 (Ct. App. 1994), citing Arizona Corp

18 Comm'n v. Citizens Ualities Co., 120 Ariz. 184 (Ct. App, 1978). The oN cited Hope and Blue/i

19 cases provide that the return determined by the Commission must be equal to an investment with

20 similar risks made at generally the same time, and should be sufficient under efficient management to

21 enable the Company to maintain its credit standing and raise funds needed for the proper discharge of

22 its duties

23 For the reasons described above, we believe that adoption of Staffs recommendation for a

24 9.60 cost of equity capital, which is also its overall cost of capital with a 100 percent equity capital

25 structure, complies with these obligations. Staff's expert witness, although primarily relying on the

26 well-established DCF method for calculating his cost of equity capital, also employed two other tests

27 Federal Power Commission et al. v. Hope Natural Gas Co., 320 U.S. 591 (1944), Blue held Waterworks &
vImprovement Co. v. Public Service Commission of West Virginia, et al., 262 U.S. 679 (1923), Duquesne Light Co.

Barasch, 488 U.S. 299 (1989)
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I as a check on the reasonableness of his results. Staff pointed out that the Company's witness

2 arbitrarily excluded one of the companies in his proxy group because inclusion of that company

3 !resulted in a lower DCF and ROE result, and thus skewed downward the overall results on his

4 analysis. We believe that adoption of Staffs recommendation results in a just and reasonable return

5 for BMSC based on the record of this proceeding.

We therefore adopt a cost of equity of 9.60 percent, which also results in an overall weighted6

7 cost of capital of 9.60 percent.
. ' L

8 AUTHORIZED INCREASE
I
a

9 Based on our findings herein, we determine thatBMSC is entitled to a gross revenue increase

10 of$14l ,486.

13

14

Fair Value Rate Base

Adjusted Operating Income
Required Rate of Return
Required Operating Income
Operating Income Deficiency
Gross Revenue Conversion Factor
Gross Revenue Increase

$1,472,969

(81)
9.60%

$141,405
141,486
1.74051

$246,257

RATE DESIGN ISSUES

The current monthly customer charge for residential customers is $38.00 with no commodity

I

20

15 1

16
!

17 E
. REcharge. Regular commercial customers currently pay $0.l5236 per gallon of sewer flow (based on
18

ADEQ Engineering average daily flows for various types of customers), and no monthly service
19 l

charge. In addition, there are 14 special commercial customers that pay a monthly customer charge

only, that varies by customer, based on an estimate for each customer's sewer volume flow (Ex. S-9,

at 35; Sched. CSB-24).
22 I I

.As updated in their fined schedules, the Company and Staff recommended percentage
23

increases of 21.42 percent and 20.41 percent, respectively, be applied to all customers under their

21

24
'existing rate structures (Co. Final S.ched-H3; Staf£Br:ie£Sched. CSB-25), RUCO recommended that

25
| its proposed revenue requirement be appiiedllunderlthe Cumpauy'sr:urremt rate design.

i In accordance with the revenue requirement determined above, the increase will be applied to
27

all classes equally. Accordingly, the current residential rate of $38.00 per month will increase by
28

II
!
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1 20.1 percent, to $45.64, and the regular commercial customer rate will increase from $0.l5236 to

2 $0.18298, also an increase of 20.1 percent. The special commercial customer rates will be increased

3 by the same percentage

4 Retiund of Hook-Up Fee Funds

In her Direct Testimony, Staff witness Crystal Brown stated that BMSC's predecessor was

6 authorized in the Decision in 1980 granting the original Certificate of Convenience and Necessity

7 ("CC8LN") to charge a hook-up fee. Ms. Brown indicated that at the time the Company was

8 relatively small and had little ability to attract capital needed to build infrastructure and to fund

9 growth (Ex. S-9, at 36). Use of hook-up fee funds is generally limited to costs associated with

10 building infrastructure to serve growth in the utility's service area

l l Ms, Brown also pointed out that, in the Company's last rate case (Decision No. 59944), the

12 Commission stated that the Company's hook-up fee may be rescinded for reasons including, but not

13 limited to, "failure to track and account for hook-up fees, misuse of hook-up fees, or no need for

14 additional capital" (Id. at 10). During its investigation in this proceeding, Staff discovered that the

15 Company had purchased computer equipment totaling approximately $l42,232, vehicles totaling

16 approximately $20,000, and land totaling $451,000 from the hook-up fees (Ex. S-9, at 35-38). Ms

17 Brown recommended that these funds be refunded to customers (Id.)

18 In his Rebuttal Testimony, Mr. Bourassa proposed a reduction to CIAC of $833,367 to

19 account for $452,467 of land purchased with hook-up fee funds, and $380,900 for unexpended hook

20 up fees. The Company agreed that this amount should be refunded to customers. Although BMSC

21 does not agree that the identified amounts for land purchases were improper, it agreed with Staff' s

22 recommendation to avoid litigation of the issue (Ex. A~2, at 18-22). As a result, the Company's

23 parent would be required to provide paid in capital of $452,467 to replace the hook-up fees used for

24 land purchases (Id ). Regarding the remaining $380,900, the refunds will come from funds held in a

25 restricted cash account (Id. at 19)

26 In her Surrebuttal Testimony, Ms. Brown agreed with the Company's proposed refund

27 amount, but disagreed with the Company's recommendation as to how the individual refunds are to

28 be calculated. She stated that the refunds should be calculated based upon the amount contributed by
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1 each customer class, and that the Company should "propose an equitable way to calculate the CIAC

2 refunds" (Ex. S-10, at 18). She also indicated that the rates from this case should not go into effect

3 until after the refunds are made.

4 Mr. Bourassa responded that the proposed refund should be calculated on a per customer

5 basis, irrespective of customer class. He explained that the information regarding contributions by

6 customer class is not available, but since over 92 percent of the customer base is residential and most

7 of the growth is in the residential class, the refund will be made primarily to residential customers

8 (Ex. A-3, at 7~8).

9 RUCO opposes a refund of any of the hook-up fees. Although RUCO did not file testimony

10 on the issue, at hearing Ms. Diaz Cortez testified that reeding hook-up fees is contrary to the spirit

l l of why the fees were collected in die first place (i.e., to defray costs of fixture plant) (Tr. 390). RUCO

12 contends that the Company will likely have a need for the accumulated hook-up fees in the future and

13 the Commission should reject the proposal by Staff and the Company to terminate and reftmd the

14 book-up fees.

15 We agree with Staff and the Company that $833,367 should be retiunded to customers to

16 account for $452,467 of land purchased with hook-up fee funds, and $380,900 for unexpended hook-

17 up fees. BMSC indicated it does not need the hook~up fee funds to resolve odor problems (see

18 discussion below) because the Company is adequately capitalized to make necessary capital

19 investments for infrastructure (Tr. 470).

20 We agree with BMSC that the proposed refund should be calculated on a per customer basis,

21 irrespective of customer class. Further, as recommended by Stafani therates Hom this case should not

22 go into effect until alter the refunds are made.

23 Withdrawn Staff Alternative Proposal

24 On the third day of the hearing, Staff witness Marlin Scott, Jr. stated in his direct testimony on

25  t hestand that, in response to concerns expressed by the Town and customers, Staff proposed that

26 instead of  refunding the hook-up fees, perhaps those funds could be used to fund system

27 improvements needed to alleviate noise and odor problems described at the hearing (see discussion

28 below) (Tr. 617-618). Because Staff developed the alternative recommendation on the morning of

29 DECISION NO. 69164
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1 the third day of the hearing, it did not have any specific ideas of how the proposal may be

2 accomplished. The Administrative Law Judge therefore directed Staff to file a written description of

3 its alternative recommendation prior to the close of the hearing (Tr.624)

Staff decided to withdraw its alternative recommendation and, on the final day of the hearing

5 a discussion occurred regarding the issue (Tr. 653-674). In general terms, RUCO, the Town and the

6 Boulders HOA were interested in pursuing the Staff alternative. However, the Company objected to

7 Staff's "eleventh hour" proposal and to theattempt by the Town and the HOA to resurrect the issue

8 after it waswithdrawn by Staff (Id.). The Company also raised the issue of whether the hook~up fee

9 funds could legally be used for the purposes suggested in Staffs alternative. In any event, the

10 Company represented that financial resources to make necessary system improvements are not

I I lacking (Tr. 470)

12 Given Staff"'s withdrawal of its alterative recommendation, the hearing concluded without

13 further consideration of the proposal

14

15 Odor Issues

16 The most contentious issue in Mis proceeding involves claims made by a number of the

17 Company's customers, as well as the Town of Carefree and the Boulders HOA, that the BMSC

18 system emits significant odors. For the Town and the HOA, the odor problem was the only issue

19 pursued. In addition to Mr. Williams on behalf of the Boulders HOA, public comment was given at

20 the hearing by seven customers, each of whom described various experiences regarding odors at their

21 properties due to the BMSC wastewater system (Tr. 30-80). In addition, a number of other customers

22 submitted written comments or contacted the Commission's Consumer Services Division to register

23 complaints regarding odors and/or the Company's proposed rate increase

24 In response to the odor complaints, the Company initially took the position that any odor

25 problems that may exist were not related to the BMSC system (Ex. A-6, at 2). In its rejoinder

26 testimony, the Company's witness indicated that BMSC does not have an odor problem, "it has an

27 odor complaint problem" (Ex. A-7, at 1). In opening statements, the Company's counsel reiterated

28 BMSC's position that "we don't have a problem with odors, we have a problem with odor

OTHER ISSUES
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1 complaints" (Tr. 15). During cross-examination, the Company's position appeared to soften as

2 evidenced by the testimony given by Robert Dodds, APlI*"s director of operations and president of

3 several of Algonquin's operating companies. Although Mr. Dodds was hesitant to commit unlimited

4 resources to resolve the odor issues, he conceded that "there is an issue [and] obviously customers are

5 smelling odors" (Tr. 482). However, 'm its initial post-hearing brief the Company appeared to move

6 closer to its pre-hearing position, arguing that it is not possible to set a standard that would satisfy

7 everyone, "[n]or is it possible to eliminate odors from a wastewater collection and treatment system"

8 (BMSC Closing Brief; at 4). In response to arguments by the Town and the HOA that rate relief

9 should be delayed until the odor issues are resolved, or that conditions should be imposed in

10 conjunction with any rate increase granted in this case, the Company argues that the Commission

l l should defer to the Maricopa County Environmental Services Department ("MCESD") which has

12 detennined that the Company meets the applicable odor control standards (Id. at 5).

13 Cause of Odors

14 Based on the public comments received, as well as the sworn testimony presented by various

15 witnesses, there appears to be general agreement that the odor problems reported by customers stem

16 from two separate sources, the CIE Lift Station and the wastewater line that flows under Boulder

17 Drive in the Boulders subdivision.

18 CIE Lift Station

19 During prior updates to the wastewater system by BMSC's predecessor, all but one of the

20 older lilt stations (CIE lift station) was replaced. Operational problems at the CIE lift station have

21 caused frequent odor issues and have required the Company to pump raw sewage from the site into

22 trucks, which then deposit the sewage into other locations in the system. The Town's Mtness, Stan

23 Francom stated that the CIE lift station should be replaced or bypassed because of regular

._. ;4. .breakdowns at the facility, and the inability to continue patching the lilt station tokeep it operational

25 (Tr. 292, 334)....-Amengineerinv report commissioned by the Town ("Carter Burgess Report")

26 recommended replacing the CIE Lift Station due to operational problems (Ex. T-3, Ex. A., at 14).

27 BMSC witness Dodds also recognized the problems associated with the CIE Lift Station and

28 indicatedthat theCompany was studying ways to bypass or eliminate the facility (Tr.466-467). The

r .

i
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l Company attached to its initial Closing Brief an agreement dated August 9, 2006 between Algonquin

2 and an engineering company to eliminate and bypass the CIE Lily Station (BMSC Closing Brief] Ex.

3 2).

4 Given the Company's decision to eliminate the CIE Lift Station, that particular source of

5 odors should be eliminated in the near future. The CoMpany should notify the Commission and all

6. other parties, within 30 days of the effective date of this Decision, as to the status of die CIE Lits

7 Station project and projected completion date. The project should be completed within 180 days of

8 the effective date of this Decision unless an extension is granted upon an appropriate timely request.

9 Boulders Community

10 The more complicated odor issue involves ongoing complaints by residents in the Boulders

l l subdivision, especially along Boulders Drive where the sewer line flows from the CIE Lift Station to

12 the Boulders wastewater treatment plant ("Boulders WWTP" or "WWTP"). According to Carefree

13 witness Francom, the odors in the Boulders community are attributable to two problems: the long

14 retention time that sewage sits in the Boulders line, thereby allowing the sewage to become septic

15 (Tr. 283-285); and "positive pressure" between the CIE Lift Station and the Boulders WWTP due to

16 the fact that die lines between the lift station and discharge manholes in the Boulders community are

17 pressurized, but are gravity lines from the Boulders manholes to the WWTP (Id.). Mr. Francorn

18 explained that, once sewage is released suddenly into the Boulders discharge manholes, turbulence is

19 created because the sewage displaces gasses within the system thereby pushing odors out into the

20 community through any gaps, such as unsealed manhole covers or residential vent stacks (ld. at 286).

21 The Town asserts that Mr. Francom's analysis is confirmed by an engineering study by Lamb

22 Technical Serv ices, Inc. ("LTS Report"), which was commissioned by BMSC (Ex. A-6, Ex. I,

23 Attach. F). The LTS Report indicated that hydrogen sulfide concentrations are "extremely high" at

24 the locations where the force mains discharge into the gravity lines upstream from the WWTP, and

25 those locations "had posit ive pressures that tend to drive the odors and hydrogen sulf ide

26 concentrations out through the manhole cover pickholes" (Id.). The LTS Report noted that the

27 Company's addition of the chemical treatment Thioguard in the Boulders area was partially

28 successful in reducing hydrogen sulfide concentrations. However, LTS indicated that even with

I
I

t
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1 those reductions the odors being driven out of residential vent stacks were still significant, and a

2 'redesign at the Boulder/Quartz discharge location "is recommended if turbulence could be reduced"

3 led. at 5). The LTS Report stated that "[e]ven with reduced concentrations due to less turbulence a

4 lean generating negative pressures will still most likely be needed at the Quartz and Boulder Drive

5 I location to prevent odors from being forced out the local vent stacks" (Id.).

6 Mr. Francom testified that there were two possible solutions to the Boulders odor problems:

7 'replacement of the gravity flow lines with pressure lines all the way to the Boulders WWTP; or

8 linstdlation of fans and carbon filters to create a negative pressure filtration system within the sewer

9 'lines between the discharge manholes and the WWTP (Tr. 334-335). Mr. Francom pointed out that

10 the Town offered to install a temporary fan system to test the effectiveness of that method of odor

l l remediation, but the offer was previously rejected by the Company on the basis that no odor problems

12 existed (Tr. 315-318).

13 BMSC contends that it takes the odor complaints seriously and has been taking reasonable

14 steps to address those complaints. The Company states that AWRA has invested more than $1.4

15 million on system improvements, much of which was designed to address odor issues (Ex. A-4, at 4).

16 The Company argues that the standards suggested by the Town and the HOA for resolving the odor

17 tissues are too vague, because they would presumably require every customer to be totally satisfied,

18 possibly well in excess of applicable government standards. BMSC argues that the public comment

19 relied upon by the Town and HOA is not evidence in this proceeding, and the Company points out

20 that it has never been found to be in violation of MCESD odor regulations (Tr. 322-323, 354, 620).

i

5

4

21 The Company asserts that it would be unfair for the Commission toimpose additional requirements,

22 'especially when such requirements may be beyond the Commission's jurisdiction. The Company

23 claims that it has already addressed the odor problems by starting to remove the CIE Lift Station, and

24 'that it is willing to cormnence "yet another engineering study to evaluate allegations of continuing

25 'odors from facilities located within Boulders Drive" (BMSC Reply Brief, at 6). However, BMSC

26 argues that ordering the specific steps recommended by the Town and HOA is "not related to

27 lratemaking, and in the absence of any evidence that BMSC's operations violate the governing

28 standards, would constitute improper interference with management of the Utility"(Id.)

i

i
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The Town and the Boulders HOA cite to several statutes that they argue give the Commission

2 authority to impose remedial measures in cases such as this. Pursuant to A.R.S. §40-361(B), the

3 interveners argue that BMSC is obligated to "furnish and maintain such service, equipment and

4 facilities as will promote the safety, health, comfort and convenience of its patrons...." They ds

5 contend that, under A.R.S. §40-334(B), BMSC may not "maintain any unreasonable difference as to

service, facilities or in any other respect, either between localities The Town argues that this

7 provision is applicable because customers in different areas of the BMSC service territory are

8 affected by odors disproportionately. The interveners further claim that Maricopa County regulations

9 prohibit wastewater treatment facilities from producing air pollution that unreasonably interferes with

10 property owners' enjoyment of life or property

l l The Town claims that its recommendations are not vague because they propose specific

12 remedies for resolving the odor issues raised in this proceeding. Therefore, Carefree requests that a

13 condition be placed on any rate increase granted to BMSC requiring the Company to either replace

14 the gravity line discussed above with pressure lines and/or install fans and carbon filters to create a

15 negative filtration system between the Boulders discharge manhole and the Boulders WWTP. The

1 6  H O A so argues that any rate increase granted in this case should be conditioned on BMSC being

17 required to undertake an audit of the Company's sewer system, if the hook-up fee refund plan is

18 rejected, all funds derived from the rate increase should be escrowed and used only for system

19 improvements; an independent audit of BMSC's management structure should be conducted, the

20 $833,000 in hook-up fees should be used to fix the odor problems identified in this case, the Town's

21 grease trap ordinance inspection and compliance reports should be monitored and publicized; and an

22 expedited hearing should be conducted if BMSC fails to comply with the proposed conditions

23 Resolution

24 We believe the evidentiary record in this case amply supports the appropriateness 0£ arid the

25 need for, imposition of odor remediation requirements as a condition of granting the rate relief

26 approved herein. We tum first to the evidentiary standard for dealing with public commentsince that

27 issue was raised by the Company in its post-hearing Brief Although we agree with BMSC that

28 unsworn public comments made by ratepayers are not treated as evidence in a strict sense, we believe
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| jurisdiction. With respect to a public service corporation's adequacy of service, A.R.S. §40-321(A)
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1 ratepayer input is important to consider as an indication of how customers view the operations of a

2 regulated utility company. For example, it may not be appropriate to rely solely on unsubstantiated

3 claims made in public comments, because such comments are not subject to cross-examination.

4 However, if corroborating sworn testimony or documentary evidence is presented in the course of the

5 hearing, it is entirely appropriate to treat the public comments as an indicator of customer perception

6 and experience in dealing with regulated monopoly utility companies. Indeed, such comments are

7 invaluable for the Commission to understand both positive and negative experiences of customers,

8 especially since those customers have no choice but to take service from the utility holding an

9 exclusive Certificate to provide service.

10 We disagree with BMSC that the intervenor proposals are impossibly vague and would

l l imposean undue compliance burden on the Company. As the Town points out, at least one of its

12 proposed remedies for reducing odors in the Boulders subdivision was cited in both the Carter

13 Burgess Report and LTS Report. The evidence in the record suggests that, despite the Company's

14 attempts to solve the odor problems in that area through the introduction of Thioguard, there is an

15 ongoing problem that cannot be solved by chemical injections alone. In addition to replacement of

16 the CIE Lift Station, the prior engineering studies appear to have pinpointed not only the remaining

17 cause of the odor problems (i.e., pumping of sewage into the Boulders discharge manhole), but a

18 possible solution (i.e., fans to create negative pressure in the line leading from the Boulders manhole

19 to the WWTP). Mr. Francom indicated that another solution may be the installation of a pressurized

20 line to the WWTP, to replace the existing gravity line. As such, it hardly requires speculation to

21 address the source of, and the solution for, the odor issues in the Boulders community. Rather, there

22 is ample record evidence to support the conclusion that the Company should take action consistent

23 with the prior engineering reports, as well as the credible testimony presented by the Town's witness,

24 in order to remedy the odor problems discussed herein.

25 We are not persuaded by the ComtJanv's arguments that the Commission is without authority
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When the commission finds that the equipment, appliances, facilities or
service of any publiCservice corporation, or the methods of manufacture
distribution, transmission, storage or supply employed by it are unjust
unreasonable, unsafe, improper, inadequate or insufficient, the
commission shall determine what is just, reasonable, safe, proper
adequate or sufficient, and shall enforce its detennination by order or
regulation

5 As set forth in A.R.S. §40-331(A)

10

When the Commission finds that additions or improvements to or changes
in the existing plant or physical property of a public service corporation
ought reasonably to be made, or that a new stricture or structures should
be erected, to promote the security or convenience of its employees or the
public, the commission shall make and serve an order directing that such
changes be made or such structure be erected in the manner and within the
time specified in the order. If the commission orders erection of a new
structure, it may also fix die site thereof

In addition, A.R.S. §40-36l(B) provides as follows

Every public service corporation shall furnish and maintain such service
equipment and facilities as will promote the safety, health, comfort and
convenience of its patrons, employees and the public, and as will be in all
respects adequate, efficient and reasonable

As these statutes make abundantly clear, the Commission has the authority and the duty to

17
protect the health, safety and welfare of a public service corporation's customers. And, contrary to

BMSC's "micromanagement" arguments, the law just as clearly states that in order to protect the

security or convenience of the public, the Commission may specify not only the type of facilities that

are required, but the timeframe in which the facilities must be constructed

A.R.S. §40-202(A), prov ides additional superv isory authority to the Commission for

regulation of public service corporations". The authority granted to the Commission under these

statutes, as well as the Commission's constitutional powers pursuant to Article 15, §3 of the Arizona

Constitution, was discussed in Arizona Corp. Comm'n v. Palm Springs Utility Co., Inc., 24 Ariz

App. 124, 128, 536 P.2d 245, 249 (App. 1975). In that case, the court held that "the regulatory

powers of the Commission are not limited to madding orders respecting the health and safety, but also

A.R.S. §40-202(A), provides 'm relevant part: "The commission may supervise and regulate every public service
corporation 'm the state and do all things, whether specifically designated in this title or in addition thereto, necessary and
convenient in the exercise oflthat power and jurisdiction
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14

15

include the power to make orders respecting comfort, convenience, adequacy and reasonableness of

service...." (Id.). Given our detennination that our constitutional and statutory powers provide the

requisite authority to require actions by the Company to resolve the odor problems cited herein, we

need not decide whether the Maricopa County rules and regulations cited by the interveners are

implicated by the facts presented in this case.

Having determined that the record supports a finding that odor problems exist on the BMSC

system, and that we have legal authority to craft a remedy for those problems, we tum next to the

appropriate directives that should be given to the Company as a condition of our approval of the rate

increase discussed hereinabove. We find that the Boulders odor problems should be addressed by the

Company's adoption of one of the two solutions suggested by Mr. Francom. As he explained on the

record, the odors being experienced by members of that community may be solved by implementing

a pressurized line to replace the gravity line that currently exists between the Boulders discharge

manhole and the Boulders WWTP, or by installing fans and carbon filters to create a negative

pressure filtration system between the Boulders discharge manhole and the Boulders WWTP13 .

The implementation of these remedies should be completed within 180 days of die effective

16 date of this Decision although, for good cause shown and with the agreement of adj other parties to

17 this proceeding, the timeline may be extended by the Commission upon timely receipt of a request for

18 extension of time. We also wish to md<e clear that failure by BMSC to comply with this order, or to

19

20

21

otherwise continue to operate its system in a manner that fails to reasonably mitigate odors affecting

customer residences and properties, may result in penalties or other action deemed necessary by the

Commission to enforce this Decision.

22

! 23

24

By imposing this requirement, we wish to make clear that we are not attempting to manage

the Company's affairs. However, based on the record, we believe action needs to be taken to advance

a solution that will enable all customers on the BMSC system to enjoy fully their property without

25 enduring offensive odors.
I

26 * * * * * * * *

27

28
13 With the mutual agreement of all other parties to this proceeding, an alternative remedy may be employed to
accomplish the desired goal of odor remediation in the Boulders community.i
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Having considered the entire record herein and being filly advised in the premises, the

Commission finds. concludes. and orders that

FINDINGS OF FACT

On September 16, 2005, BMSC filed an application with the Commission for an

increase 'm rates

2

7 Insufficiency

3 Following an agreement between the Company and Staff regarding the submission of

9 information, Staff issued a Letter of Sufficiency on November l, 2005, and classified BMSC as a

10 Class B utility

11 4 By Procedural Order issued November 2, 2005, procedural timeframes were

12 established and a hearing was scheduled to commence on June 7, 2006

Intervention was granted to RUCO, the Town of Carefree, the Boulders HOA, and

On October 14. 2005. the Commission's Utilities Division Staff tiled a Letter of

13 5

14 M.M. Schirtzinger

15 6

16 by Staff

17 7 On January 24, 2006, BMSC tiled a Certification of Publication and Proof of Mailing

18 attesting to compliance with the notice requirements set forth in the November 2, 2005 Procedural

19 Order

On December 30, 2005,BMSC filed a "simplified cost of service study" as requested

20 With its application, BMSC filed the Direct Testimony of Michael Weber and Thomas

21 Bourassa, and, onMarch 9, 2006, Staff tiled the Direct Testimony of Crystal Brown, Marlin Scott

22 Jr., and Pedro Chaves, RUCO filed the Direct Testimony of William Rigsby and Marylee Diaz

23 Cortez: and Carefree filed Affidavits of Stan Francom, Jonathon Pearson. and Jason Betake, as well

24 as several attachments

25 9 On April 6, 2006, BMSC tiled the Rebuttal Testimony of Michael Weber, Joel Wade

26 and Thomas Bourassa. On May 4, 2006, Staff filed the Surrebuttal Testimony of Marlin Scott, Jr

27 and Pedro Chavez, RUCO Hled the Surrebuttal Testimony of William Rigsby and Marylee Diaz

28 Cortez, and Caretiee filed the Surrcbuttal Testimony of Stan Francom and Jonathon Pearson. On
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May 5, 2006, Staff filed the Sunebuttal Testimony of Crystal Brown. On May 26, 2006, BMSC filed

the Rejoinder Testimony of Joel Wade and Thomas Bourassa

10. The hearing commenced on June 7, 2006, and additional hearing days were held on

and 20. 2006

l l . On June 15, 2006, Staff Elm updated Smebund Schedules. On July 26, 2006,StaE

filed Post-Hearing Recommendations based on documentation provided by the Company on June 22

2006

12. Initial Post-Hearing Briefs were filed on August 18, 2006 by the Boulders HOA, and

9 on August 21, 2006 by BMSC, Staff RUCO, and Care&ee

10 13. Reply Briefs were filed on September 5, 2006 by BMSC, Staff, RUCO, Carefree, and

11 the Boulders HOA

12 14. According to the Company's application, as modif ied, in the test year ending

13 ; December 31, 2005, BMSC had adjusted operating income of $11,595 on an adjusted FVRB and

14 OCRB of $1,568,502, for a 0.74 percent rate of return

15 15. In its application, as modified, the Company requested a gross revenue increase of

16 3 $256,063 (21.54 percent), based on OCRB of $1,568,502, and a recommended return on common

17 equity of 11.00 percent

18 16. Staff recommends a gross revenue increase of $250,195 (20.76 percent), based on

19 I OCRB of $1,550,710, and arecommended return on common equity of 9.60 percent

20 17. RUCO recommends a gross revenue increase of $5,470 (0.45 percent), based on

21 OCRB of $1,372,834, and a recommended return on common equity of 9.45 percent

22 18. For purposes of this proceeding, we determine that BMSC has a FVRB and OCRB of

23 ! $1,472,969

24 19. A rate of return on FVRB of 9.60 percent, based on a capital structure of 100 percent

25 l common euuitv. is reasonable and appropriate

26
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regarding the reasonableness of the Algonquin affiliate structure. In future cases involving the

Algonquin companies, the Commission will scrutinize all affiliate salaries, expenses and billings

23. The record supports a finding that customers should be refunded $833,367 for hook-up

fees that were used to purchase land and that have not been expended. The refunds should be

distributed 'm the manner proposed by the Company, on a per customer basis irrespective of customer

class, The rates granted in this Decision should not go into effect until the refunds have been

4

5

6

7 distributed

24.

9

10 completion date

11 25. The record supports a finding that odor problems exist on BMSC's system, and that

12 the steps taken by the Company to date have not been sufficient to resolve the problems. BMSC

13 should therefore be required to pursue one of the remedies proposed by the Town of Carefree in order

14 to mitigate the odor problems that currently exist in the Boulders community. The implementation of

15 the remedies should be completed within 180 days from the effective date of this Decision

16 CONCLUSIONS OF LAW

The record supports a f inding that BMSC should, within 30 days, noti fy the

Commission and all other parties as to the status of the CIE Lift Station project and projected

BMSC is a public service corporation within the meaning of Article XV of the

18 Arizona Constitution and A.R.S. §§40-250, 40-251, 40-367, 40-202, 40-321, 40-331, and 40-361

19 The Commission has jurisdiction over BMSC and the subject matter contained in the

20 Company's rate application

21 Pursuant to A.R.S. §§40-202(A), 40-321(A), 40-331 (A), 40-361(B), and the authority

22 under Art icle 15 of  the Arizona Consti tut ion, the Commission has jurisdict ion to impose

23 requirements for public service corporations to improve and repair facilities necessary to protect the

24 health and safety of the public, and provide for the comfort and convenience of customers

25 The rates, charges and conditions of service established herein are just and reasonable

26 and in the public interest

27 ORDER

IT IS THEREFORE ORDERED that Black Mountain Sewer Corporation is hereby authorized
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and directed to file with the Commission, on or before November 30, 2006, revised schedules of rates

and charges consistent with the discussion herein, as set forth below

Residential Service - Per Month
Commercial - Regular (0)

$45.64
$018298

Commercial - Special Rates Gallons Per
Day

Rate Per Day Monthly Charge

29.345

10

11

12
15.787

13

14

Name of Business
BH Enterprises - West
BH Enterprises - East
Barb's Pet Grooming
Boulders Resow
Careiiee Dental
Ridgecrest Realty
Desert Finest
Desert Hills Pharmacy
El Pedregal
Lemon Tree
Body Shop
Spanish Village
Boulders Club
Anthony VLu'taggio

$0. 14034
$0.14034
$0.14034
$0.14223
$0.14034
$0.14193
$0.16344
$0.17061
$0.14034
$0.13691
$0. l 7467
$0.14034
$0.14034
$015597

$354.35
$196.47

$35.08
84.173.87

$228.05
$63.87

$1 144.11
$136.49

$2.215.50
$41 .07

$174.67
$699.58
$168.40
$46.79

15

16 Effluent Sales
Per thousand gallons $0.374400

17

18

20

21

22

$25.00
$25.00

No Charge

(a)
(a)
(a)

$10 .00
1 .50%

24

Service Charges
Establishment
Re-establishment
Re-connection
Minimum Deposit (Residential)
Minimum Deposit (Non-Residential)
Deposit Interest
NSF Check Charge
Deferred Payment Finance Charge
Late Charge
Main Extension Tariff (b)
Hook-up Fee for New Service Discontinue

25

26
(b)
(c)

Per A.A.C. R14-2-603B, Residential - two times average bill, Non-residential - two
and one-half times average bill
Per A.A.C. R14-2-406(B)
Per Gallon per Day. Wastewater flows are based on Engineering Bulletin 12, Table 1
for purposes of determining a monthly charge for individual customers on this rate

41 DECISION no. 69164
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IT IS FURTHER ORDERED that the revised schedules of rates and charges shall be effective

2 for all serv ice rendered on and otter December I, 2006, subject to the requirement that Black

3 Mountain Sewer Corporation has mailed to each customer prior to that date a refund check for the

4 hook-up fee funds, consistent with and in the manner described hereinabove. The new rates may not

5 go into effect until the Company has provided, to the satisfaction of the Director of the Utilities

6 Division. sufficient information to show that the refunds have been issued in accordance with the

7 discussion set forth herein

IT IS FURTHER ORDERED dirt Black Mountain Sewer Corporation shal l  noti fy i ts

9 customers of the revised schedules of rates and charges authorized herein by means of an insert in its

10 next regularly scheduled billing, or by separate mailing, in a form acceptable to Staff.

11 IT IS FURTHER ORDERED that Black Mountain Sewer Corporation shall, within 30 days of

12 the effective date of this Decision, notify the Commission and all other parties as to the status of the

13 CIE Lift Station project and projected completion date. The project shall be completed within 180

14 days of the effective date of this Decision unless an extension is granted upon an appropriate timely

15 request

16

19

26

28
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IT IS FURTHER ORDERED that Black Mountain Sewer Corporation shall pursue one of the

2 remedies proposed by the Town of Carefree in order to mitigate the odor problems that currently

3 Sexist in the Boulders community, and notify the Commission and all parties, within 90 days

4 regarding the option chosen through a tiling in this docket. The implementation of the remedies shall

5 Ice completed within 180 days from the effective date of this Decision Mess an extension is granted

6 [upon an appropriate request. The Company shall tile as a compliance item in this docket, notification

7 of completion of the Boulders community odor mitigation project, within 30 days of completion of

8 the project

IT IS FURTHER ORDERED that this Decision shall become effective immediately

BY OR.DER OF THE ARIZONA CORPORATION COMMISSION

L
COMMISSIONER

if ¢
3Mm onfi COMMISSIONER CIDMMISS

IN WITNESS WHEREOF. I. BRIAN C. McNEIL. Executive
Director of the Arizona Corporation Commission, have
hereunto set my hand and caused the official seal of the
Commission to be affixed at the Capitol, in the City of Phoenix
this '3*"" day of .ID1,c»  -. 2006

20

I
8XI8€U

DISSENT

24

DISSENT

r. _
cNEI

`XE E DP*
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Agreement No. 966058

WA QTFWATFR TREATMFNT AGREFMFEN

THIS A~sRE18mE14T~i@. made this let day of April, 1996, by and between theCI TY
OF SGQTTSDALE, al l  .Axizgpa Municipal corporat ion (".Scottsdale"),  and IBQULDERS
CAREFREE.SIEW{ER CORPORATEGN, an Arizona corporation ("t11e Sewer Company"), for the

PurpaseS.and cvnsidciaticm set foul: hereinailer

GTTALL8

The Seweir Company is a privately-owned corporation which; ownsatd
operates certain wastewittcr collection, transportation and treatment facilities within Portions of the
Tdvm of Carefree and the City of Scottsdalle pursuant to a cecrtifirsats of convenieitca and necessity
issued by the }*8xiz\Jna Corporation Conunission. At present, theSewerCompany has approximately
850 utility customers, and total revenues of approximately $400,000. Its customers' peak
wastewater flows are in excess of 320,000 gallons per day. The Sewer Company's -existing
wastewater treatment plan: has a maximum. treatment capacity of 160.000 gallons per day

B. Scottsdale.eperates a wastewater collection and treatment-system. 1n-1989
Scottsdale entered .into an agreement with the Sewer Cclmpatty (Agreement No. 880080), under
which Scottsdale agreed to accept and treat wastewater delivered by the Sewer Cdtnpany at.a
metered connection located 'm the vicinity Rf North Scoltsdalekcad and WestlaNd Road,.in the
southern portion. of the Sewer Company's certificated area Since 1989. Seottsdaje has been
accepting deliveries of wastewater &*omthe Sewer Company arts charging the Sewer Company far
wastewater treatment services as a "large volume, non-mifom diMm8w" under Sconsdalds rate

ordinance

Following the execution and approval of Agneenlent No. 880088, a dispute
cievgtopgd- éonoerning the extent and nature of the sixties and obligations that may Hg imposedonithe
S=w¢'r_cé=mpam'. sO a private- utiligy ;j¢gu1a1;e» d by the Arizona Corporation Commission .H11d-the
effegtijrenessiof Agreement' No. 880089. As a consequence, obligations.-contaiped .in
Agrpo¢mpnt'Nd 880888 have not been Mlyperformed mcludmg the pumtshase oftwatnient caapacuiy
by tlté SOwer Gompany. However; ifscottsdale were to cease .treatmentofa..poition ofihé .Sewer
Con§p3any¥s'wa$tewater,- the.Sowc: Company would be unable tofumish sewer utility.ae;'vit:e to.-.its
custoinérpfdixe t.o its lack of treatment capacity

D Phe.SeW¢r .Company-and Scottsdale desire to enter..i;1to.a-.nqw _-agregmént

settiL1g~.fQi$h rheitenins -arid condxtxqns gnder..~which Scottsdale will receive Md tre@t.;v» 'q$te1Jv@n;r¢ &¢ggm

t1;§~S9s2l{hi="Qom}2?lblj{. anti tb;'¢8arifi'éach pany's.riglt1s and obligations

R E

ADMITTED



NOW, THEREFORE, in consideration of the promises and agreements sec forth
hereinafter, and other valuable consideration, the receipt and sufficiency of which are hereby
acknowledged, Scottsdale and the Sewer Company agree as follows

DefiNitions

(6) All terms use cl in this Agreenmenttllat are defined in Chapter 49, Article IV
Division l of the Scottsdale Revised Code shall have the same meaning as set forth in the Code
unless specified otherwise herein

(b) "Point of cfeiiveijr" means the connection existing between the Sewer
CancLpany's collection and transmission system and the trunk main which .has been constructed
pursuant to Agreement No. 880079 widiin the right~of-vmyofNorlh Scottsdale Road, in the vicinity
of Westland Road In the event that the portion of the Sewer Company's certificated area lying south
Of Westland Road is subsequently developed, Scottsdale and the Sewer Company agree to modify
the point of deliver as may be necessary to include wastewater flows from this area

General Obligations and Rights

(a) Scoltsdde shall accept deliveries of wastewater firm the Sewer Company up
to a total maximum of 1,000,000 gallons per day ("god") at the point of delivery and shall be
responsible For transporting and treating such wastewater

(b) All wastewater accepted by Scottsdale at the point of' delivery shall become
the sole pmpeny of ScoLtsdale. Scottsdale shall have the exclusive right to use, sell or exchange

such wastewater, and the Sewer Company shall have no right or interest therein

(c) The Sewer Company shall not be obligated to deliver any minimum quantity
of wastewater m Scotts<lale. However, the Sewer Company shall not sell, assign or exchange any
wastewater to or with a third party; provided, that the Sewer Company shall not be Prohibited ii° om
selling treated wastewater effluent produced by the upcration of its treatment plant

(d) This Agreexneiit shall net grant Scottsdale orthe SewerCompany any right
title or interest in.tl1e other pox-ty's utility plant or faeiiilies. Each party shail- be .sdieky responsible
for the opciation, maintenance and repair omits 'system, except as may be otherwise provided herein

Compliance with scntt;daIe'4-Grdinances

(a) The Sewer Companyshdl .cumialy with Lha pmvisiczms ofltile Scottsdale

Revised Code, Enforcement Response Plan and Penéhy P.clicy-P!an, as they maybe amended from
time to time, governing wastewater discharges to scoms¢£ale's sewer system. The current:

AGRE18sv1§8nTs



requirements of the Scottsdale Revised Code arc set forth in Chapter 49, Article IV and are attached
to this Agreement as Exhibit A. Soonsdde shall provide the'Sewer Company with notice of any
proposed amendment Ar modification affecting the Sewer Company. The Sewer Company shall also
comply with as applicable requirements of the U.S.E.P.A. and the Arizona Department of
Erwironrnental Quality govcming the Sewer Company's wastewater dixharges to Seottsdalds sewer
system. In addition, and without limiting the foregoing, the Sewer Company snail conduct an ammo!
survey of its commercial customers to determine if any require an industrial user permit. Such
survey shalt be completed by November l, Md the resits thereof reported to Scottsdale. In the
event the survey indicates that a custom-aer's discharge requirespermittirrg, the Sewer Cornpary shall
develop and implement a pretreatment program that satisfies applicable federal and state
requirements. The Sewer Company shi confer with Scottsdale with respect to the development of
such program

(b) The failure, of the Server Company or any omits customers to comply willa the
requirem¢mt.s described in subsection (a), above, or any interference with Scottsdale's wastewater
treatment or transportation system caused by the Sewer Cbnnpany shall be an act ofdefault under
this Agreement

{c) The Sewer Company shall be liable for any penalties assessed against
Scottsdale that arc canad by the Sewer Company's deliveries of wastewater to Scottsdale. In such
event, Scottsdale shall provide written notice to the Sewer Company specifying the particular
penalties which have been assessed against it and describing with reasonable particularity the swans

why the Sewer Corrapany's wastewater deliveries are believed to have caused the assessment of
penalties. The .Sewer Company acknowledges that the penalties which may be assessed against
Scottsdale at present could be as great as $25,000 per day of violation

Purchase Rf WastewatcrTreatmergt Capacity

(a) The Sewer CompaNy shall pay to Scotrsdaie a one-time capital charge for the
acquisition of wastewater treatment capacity hereunder. The capacity charge shall be equal to $6.00
per gallon per day ("god.") o f wustczvvater tfeatmcnt capacity utilized by the Sewer Company

(b) The Sewer Company shall purchase 210,000 god of wastewater treatment
capacity on the Effective date Cd' this Agreement, at a totalcost of$.l,260,000. Such amount shall
be paid to Scottsdale as follows

(8 Not less than 3200,000 shall.-be p8id 10 Scottsdale within thirty (30)

days of the effective date of this Agreenwm; and

(ii) The balance .Rf the rural cost, together with-any interest accrued
thereon (as mnreparticularfy described below) shall be paid to
Seottsdalebn or Before :we hundred seventy (270) days from the
effective date. of' this Agreement.



(iii) Interest shall accrue on the deferred balance of the total cost for the
purchase of wastewater treatment capacity at the rate cf six percent
(6.00%) per annum, commencing on June l, 1996, and continuing
through the date ofpaymenx

In order to evidence the Sewer Company's obligation for the payment of the detéxred balance of the
amount-due for the in1'tial..pun:l1ase of treatment capacity, the Sewer Comply shall deliver to
Scuttsdaie, concunendy with the payrnentdescribed in-.subpalulagraph (i), above, apromissprypnate

payable to Scottsdale evidencing the balance of the-payment. and tha accrual qfinterest thqreoo,
which shall be due and payable 270 days from the effective date oflbis Agneenaenr. Said promissory

note shall also. provide for the payment of interest au the :axe of Fifteen percent.(kS%) per annum on
all unpaid amounts in the event of a default

(c) The Sewer Company slzalfpurchase additional wastewater treahawnt capacity
as necessary to correspond to the.Sewer Company's wastewater deliveries to Scotlsdailei up IT a total
maximum capacity of i,000,000 god. Sigh additional wastewater treatment capacity shall be
purehasled by the Sewer Company in annual increments, calculated in .ifanuaryeaelx -year based-un
the highest average daily flow per month receded during the previous calendar year. The Sewer
Companyk payment for thepurchasc ofadditionalwastewater twrmewr capacity shall be due within
lllirty-(30) days of the Sewer Company's receipt of Scottsdale's written notice specifying the amount
of adclitional wastewater treatment capacity which must be purchased hereunder

(d) Notwithstanding anything contained herein to the contrary, the Sewer

Company shall be permitted to deliver quantities of wastewater in excess of the treatment capacity
it has purchased in the event ofarl emergency that would temporarily prevent or restrict the operation
of the Sewer Company's wastewater treatment plant Such emergency. must be the result of an
unanticipated or unusual event or occurrence beyond the control of the Sewer Company. If any
emergency occurs, the Sewer Company shall immediately provide telephonic notice thereof to

Scocrsdatle's- Water Resources Operations DiviSion, and thereaiiaer, provide written notice to
Scottsdale describing the circumstances of the emergency 'm reasonable detail. In such event, the
wasawarer delivered to Scottsdale in excess-ofthe treatment capacity previously _purchased shall not
be considered in cdcuiatirrg the Sevier Company's average daily flow per month, as provided in the

previous subsection. However, no emergency shall-.exist for a period in exccss.of.seven (7) days
(excluding weekends and holidays), and anywastewater deliveries alter such seven-day period shall
be considered regular wastewater deliveries and be included in the 'calculation of the average daily
flow unless otherwise agreed by Scottsdale

Pavrncut. Rf Monthly User Charges

(a) The Sewer Company shall pay Scottsdale a monthly user charge for -all

wastewater delivered #Q Scottsdale kneasuxed at the point of delivery..For the purpose of tsaioulalinlg
the monthly user charge, the-Sewer'Company shall be clwsiiied as a-.non-uniform discharger, as slat
forth in Chapter 49, Article IV,.Di'vision 4 of the Scottsdale Revisled Code. User charges sbxill.-be
oalculazedond billed on a monthly basis, and be based upon the Quantity and qudftyofwastewafer



delivered to Scottsdale in accordance with the applicable provisions of the Code, unless otherwise
agreed by the parties Scottsdale may modify the user charge paid by the Sewer Company Ra
correspond to any modifications made to Scottsds.tle's charges for the non-uniform clischarger
classification generality. Scottsdale shall provide the Sewer Company with written notice of any

proposed amendment or modiiwation of its monthly user charge

(b) Scottsdaiiz shaI1'bili'the Sewer Company fQr.user chaxgw on a monthly basis
in-accordance with Scottsdadds regular billing practices. The Sewer Company shall pay the user
charges an Ur before twenty-live (25) days &'4urta the Server Company's.receipt of a.billing statement
An interest charge of one penni (l%)l*per month shall be added to any charges not paid by the due
date, aNd. any delinquent charges shall constitute alien on the .Sewer Com.pany's utility plant and
facilities for the purpose of serwlihg payment, as specified by the Scottsdale Revised Code

Méwring and Wéxtqr Quality Sampling

(a) All wastewater delivered to Scottsdale shall be measured at the point of
ciclivuy using a How meter approved by Scottsdale. At the Sewer Company'sexpense,Scottsdale
and the Sewer Cbmwuty shall jclntly test and calibrate the flow meter annually, and maintain and
repair the flow meter and the connection ac the point of delivery. The accuracy- ofthe flow meter
shall be maintained as close to zero error as practical, but in no event shall error exceed three percent
(3946). The flow metershall be read by Scottsdale on a monthly basis in connection with calculation g
the Sewer Company's monthly user charge

(b) Facilities sufficient to permit the accurate sampling of the quality of
wastewater the Sewer Company-cielivers to Scottsdale shall also be installed -at the point of delivery
The parties acknowledge and agree that the sampling facilities previously installed by the Sewer
Company are sufficient for such purpose. The Sewer Company shall, at its expense, maintain and
repair the sampling facilities as may he necessary to ensure the accuracy and reliability of
wastewater samples

(c) The Sewer Company shall Measure the quality of the wastewater it delivers
to Scottsdale on a quaurtlerly basis for the purpose of cuenptrting the Sewer Company's monthly user
charge as a noMtnifomt discharger. Each quarter, the -Sewer Company shall take twenty-» four (24)
hour compositesamples for a seven-day period during regular business hours. Standard sampling
techniques shall be used, as specified in the Sqotlsdale Revised Code, Ami all samples shall be
promptly delivered to and tested by alerting laboratory accepinble to both parties. Copies of the
results of such testing shall be iizrnished by the laboratory to both the Sewer Company and
Scottsdale

i d ) 9 °  . canon,
Sewer Company -shall bf; re$gonslb.le for all costs and expenses related themtu, .including the cost
of installing a new flow meter (if neccssaty) and sampling-facilities. The design-of the new
connection and all related facilities shall he subject to approval by-S¢.:ot1s<lale

In the event -the point of defivelqr is changed iinmn its currennlocation, the



Bight 9fInspeg¢i4n

(3) Scottsdale and its authorized agents and representatives shall have the right

Ci) Inspect the flow meter, sampling facilities and connection to
Scuttsdalda trzmsrnission main at all reasonabic hours; and

(ii) Taka sarnp- 8'om the Sewer Compares collection mains and
facilities for the purpose of verifying and monitoring discharges to
the Sewer Company

All such sampling and 'mspsntions shall be uxideriéken by Scsttsdale- at its sole risk, and SMI- not
dissxtupm or interfere with the Sewer Compares regular business activities. The Sewer Company shall
cooperate with ant! assist Scottsdale 'm such sampling and inspections. The costaof testing samples

dad, however, that if the lest results show that a customer of the
Sewer Company 1s diSc&1arging-an 'mdusuial waste which may cause a violation al' a water quality
stlandslfd, interference or pass rhnaugh, then the Sewer Company shall reimburse Scottsdale

shall be Mme by Scottsdale; provided

(b) The Sewer Company shall have the right to be present who Scottsdale takes
samples for the Sewer Company's collection mains and Facilities. If requested by the Sewer
Company,Scottsdale shall provide the Sewer Company with split samples, and shall in any event
provide tlze -Sewer Company with complete copies fall laboratory test results. In the event that split

ofsamples are taken, the Sewer Company shall iikcwise provide Scottsdale with complete copier '
any laboratory test results that it obtains

?!$11t Failure9.r S¢h¢¢¥4l9si.8.vP*\SS

(a) The Sewer Company shall immediately provide telephonic notice to
Scottsdale's. Water Rgsaurces Operations Division in the event of the failure of" its treatment plant
and shall thereafter provide Scottsdale with written notice stating the reasons for the plant failure
in ncasonahle detail

(b) Sewer Company shall provide written notice to Scottsdale thirty (30) days
prior to any scheduled bypass omits treatment plant to make repairs or modifications

(c) In the-event of a plant failure or scheduled bypass, -the Sewer Company shall
diligent and with aIl reasonable speed attempt to complete the repairs or meditications to the
treatment Plant and resume operation. In no event shall the Sewer Company bypass its treatment
plant fur more than seven (7) days (excusive of weekends and holidays) without Scottsdale's
written pennfssfon, which shaft not he unrwsonably w eki.in the event fan emergency beyond
the control of the Sewer Company



(d) In the event Sewer Company elects to permanently cease operation of its
treatment plant, then Scottsdale, in its sole discretion, may elect to tcmxinate this Agreement and
Scottsdale shall not be obligated to accept wastewater from the Sewer Company

Service Area and Facility Map

Following the execution of this Agreement, the Sewer Company shall provide
Scottsdale with a map omits Service area. showing its calleétion and transmission mains, nnanholes
lift stations and other plant and facilities. Thereafter, the Sewer Company shall from time to time
provide Scottsdale With 'an updated -map of its tiacilities following any significant additions or
improvements to the Sewer Company's system

IU. mbirsw and fndemuiH

(ay Scottsdale shall not be responsible for the control, transportation, handling
use, disposal, treatment or distribution of any wastewater or any byproducts for constituents thereof
upstream of the point of delivery

(b) Sewer Company shall indemnify and hold Scottsdale and its elected and
appointed officials,.agents and employees harmless from any damageorclaim ofdamnage oi-'any
nature (including property damage, p¢rsonal injury of death and any fines and penalties) arising out

of or resulting from the wastewater the Sewer Company delivers to Scottsdale, including any failure
of the Sewer Company or any of its agents, employees or contractors to comply with anystatute

administrative regulation, ordinance or other standard or. requirement applicable to the Sewer
Company's wastewater collection and treatment system. The foregoing notwitllstanding, the Sewer
Company shall not be required to indemnify and hold Scottsdale harmless hereunder if the primary
cause of the damage or claim of damage is an intentional or negligent act or omission of Scottsdale

or any of its agents, employees or ¢g!lll'8€tor5

11. De.fnu;lt and Remedies

(a) In the event of a default by the Sewer Company, Scnxisdahe shall have the

right .to uzrminate this Pagreement by providing Ra the Sevweai Company a wdtten notirx: specifying
the name of the default not less than thirty (38) days prior 10 the date ofternmination. In the event

that the Sewer Company cur4:s the default priorto the date ofietmination, them this AgrE6men{.shall
not tenninaxc and shall remain 'm effect

(b) In the Ev¢nt this Agreement is fzrminatcl, the Sewer Company shall promptly
dis¢on,nect~its oallectiun and transmission system &om Scnttsdale's transrr1i$Sibn main at fhe.Scwer
Compares expense" In the event that the Sewer Company fails to promptly completeclisconnection
Scottsdale-may elect- to do so, and all reasonable costs and expenses. incurred by Scottsdale shall be
paid by the Sewer Company



"\

Qc) A defaulting party agrees to pay any penalties, fines and other impositions
caused by the default, reasonable attorneys' fees and other reasonable costs and expenses incurred
by the Mn-defaulting party to enforce the performance of the duties and obligations of du: defaulting

party or to pmzecz the rights and inreresns ofrh: non-detlmulring party hereunder

(d) Scottsdale shall have the right to take any lawthl action against any person
including the Sewer Company, in response to a condition which may present an imminent and
substantial endangerment to thepublic health, .wel1%we or the environment, or which would cause the
violation of any law, neeguladon, permit or other regulatory .requirement imposed on Scottsdale

12. Term of Agreement

Unless otherwise. terminated in accuse-dané:e with Section 8 or Section -11 of this
Agreement, this Agicement shall terminate without tirrther action of the parties on Deccmbe;31
2086. The foregoing notwithstanding, this.Agreement may be renewed for one or more additional
five-year terms upon the mutual agreement of the parties

13. Notices

All notices to be giver; hereunder shall be given to the respective parties Ar the
foilnwing addresses

Scottsdale;

General Manager
Water Resources Dsept
city of Scottsdale
9388 East San Salvador Drive
Scottsdale. Arizona 85258

with a copy to

Scottsdale City Aftomey

3939 Civic Csanter.Bou1evard
Post (Mice Box woo

Scottsdale. Airliwiia 8$252-1000

Sewer CQFWPEXTIW

President
Boulders Care&~ee Sewer Company

Post Office BoxS293
Coe&ee. Arizrzma 85377
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All ncxices given hereunder shall be deemed given: (i) upon the sooner of actual receipt or five (5)
days after such notice has been deposited in the United States Mail, certified~-ratum receipt
requested, postage prepaid and properly addressed; (ii) upon personal delivery of such notice; or
(iii) one (I) day ziiier the deposit of such notice with a reputable commercial oouriw service br
hand-delivery.

14. Farce Mztieure.

Notwithstanding anything herein to the coz nary, if the Sewer Company is delayed
orinterrupted in the pet'formance~of any of its duties or obligations hereunder: by reason of "force
moi¢11w," then the Self a Contpmty bali be temporarily excused from the performance of such duty
or obligation for so long as the condition- causing the "force majeune" is in existence. "Force
rnajeure" for the purposes of the Agreement shall mean a disability arising from causes beyond the
control of the Sewer Company, including acts of God, accidents, fires,~floods,. damage to facilitioi,
labor troubles, unavailability of matedals, supplies Ar equipment, and any decisions, ollas Ar
requirements of courts or other governmental authorities. Upon the occurrence of a condition
caNsinga "force majeure", the Sewer Company shall immediately provide written notice thereof to
Scottsdale, desoibNs the condition with reasonable specificity. The Sewer Cotmipany -shall act in
good faith and with all reasonable diligence to correct of eliminate the condition causing the "force
manicure" as soon as possible, Notwithstanding anything in this section to the conlnaqr-, the
occurrence fan event or condition causing a "force majeune" shall not relieve the Sewer Company
of its duties and obligations under Section 8 relating to bypass and pf8n£ Minne

C'ancellati<»n nFCnntrnefs

Pursuant to A.R.S. § 38-51 I, Scottsdale may cancel this Agreement within three (3)
years after its execuiioiu, without penalty or litrther obligation, if any person Significantly involved
in initiating, negotiating, securing, preparing or creating this Agreement on behalf of Scottsdale is
at any time while this AgreeMent is in effect, an employee or agent of any other party to this
Agreement in any capacity or a consultant to any other party to this Agreement with respect to its
subject matter. In addition to the right to terminate this Agreement as provided above, Scottsdale
may recover any fee or commission paid or due to any person significantly involved in initiating
negotiating, seourirtg, preparing or creating this Agreement on behalf of Scottsdale from any other
party to this Agreement arising as a result of this Agreement

164 Approyaljby Subregional .Qu¢r4ii.n£% Group

r
z.

n l

This.Agreeme;1t shall be elective when it is executed and approved by both parties
I~lowever;.:the.parties acknowledge that~this Agreement is-subjectto approval by the Subregional

Operating Group Committee. Scottsdale covenants and'8gr¢8$ to diligently and in good' faith seek
approval f`rom~the Subregionsl Operating Group Committee, and in take such .all1er.at1d fillldmer
action as may be required to secure such approval

LE.



1'7. Ivliscellan.e0us

(a) This Agreement sets forth the entire agreement 'between the parties with
respect to its subject matter and supersedes all prior- and contemporaneous agreements, discussions
and representations related thereto, including Agreement No.880080. No supplement, modification

amendment hereof shall be binding and effective unless in. writing and executed and approved by
all of the parties

(b) The obligations in rights created 'by' this 'Agreement are binding upon and
inure to the' benefit cf the successors and assigns of 'the parties; provided, however, the .Sewer
Company may not assign- or transfer any of its tights or obligations hereunder without the prior
written consent of Seoltsdale

(c) This Agreement is made andgniened into in 1111: S:au=.df.Aaizana and the laws

of such site shalt govern the validity and interpretation heteuf and the perfbrtnanceofthe parties
respective nifties and obligations

(cl) Eachparty shall cooperate with andprovide reasonable assistance to the other
party to obtain all required approvals and consents necessary to effectuate and perform this
Agreement

(42) Time is of the essence oftiiisAgreementand each and every agreement, term
condition aNd obligation set forth heroin. Any extension oftirne gnarred for the performance of any
duty or obligation hereunder shall oat be considered an extension oftirnefor the pedbrmzmcc of any
other duty or obligation herewxder

IN WITNESS WHEREOF, the parties hereto have caused this Agreement to 'he
executed by their respective officers and agents thereunto duly autlxarized on the date set forth
here'mab<>ve

CITY QF SCOTTSDALE
A Municipal Corporation

By
QR

Q 4 ( QQ VL(0.1.\{» 4

ATTE ST

CITY CLERK

18
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BOULDERS CARBPREE SEWER
CORPORATION. an Arizona
corpcralwn

BY
PRESIDENT
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BLA ck MOl/NTAIN SEWER CORPORA 71 on

I
l

VIA FACSIMILE: 480-488-9623 IT

4 May, 2001

Robert I-[anus
President
WET Inc. (Western Environmental Tech.)
P.O. Box 4752,
Cave Creek, Arizona, 8533 l

ADMITTED

RE: Effluent Delivery Agreement

Dear Robert:

As requested, please find attached Effluent Delivery Agreement for the Black Mountain Sewer
Corporation as requested. Please read carefully and ensure you understand in detail this agreement and
that you govern yourself and your company in accordance with this agreement at all times. If at any time
you find that you cannot meet the conditions outlined in this agreement, please ensure that you contact
myself or Graham Simmonds immediately or in anticipation of such an event.

S sincerely,

BLACK MOUNTAIN SEWER CORPORATION

Trevor T. Hill P.Eng
President

vhf. Graham Simmonds - VP Engineering - BMSC

Documents

3

One Carefree Place
Box 731

Suite A2. 36800 n. Sidewinder Dr.
Carefree. Az. 85377

Telephone: 480-488-4152 Facsimile: 480-488.8573
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EFFLUENT DELIVERY AGREEMENT1'

THIS EFFLUENT DELIVERY AGREEMENT (this "Agreement") is made this

of March, 2001 between THE BOULDERS CAREFREE SEWER CORPORATION, all Arizona

day

corporation ("BCSC"), and BOULDERS JOINT VENTURE, an Arizona general partnership

("User"), sometimes referred to herein as a "Party" or collectively as the "Parties," for the purposes

and consideration set forth hereinafter.

RECITALS:

BCSC owns and operates certain wastewater collection and treatment facilities and

holds a certificate ofconvenience and necessity granted by the Arizona Corporation Commission

(the "Commission") authorizing BCSC to provide sewer utility service within portions of the Town

of Carefree and the City of Scottsdale, Arizona, including the sale of treated effluent ("Effluent")

resulting Hom the operation of BCSC's treatment facilities.

B.

A.

User owns and operates a destination resort in north Scottsdale commonly mown as

The Boulders Resort and Club ("the Resort"). The Resort includes a hotel, clubhouse, pool, tennis

coins, various landscaped areas and two 18-hole championship golf courses (the "Golf Courses"),

and is located within BCSC's certificated service territory.

At the present time, BCSC operates a single wastewater treatment plant known as

the Boulders East Plant. This treatment plant currently has a permitted capacity of 120,000 gallons

per day ("god"). BCSC intends to seek approval to increase the treatment plant's pennitted capacity

to 150,000 god. The remainder of BCSC's wastewater is delivered to the City of Scottsdale for

treatment.

BCSC currently delivers all of the Effluent produced by the Boulders East Plant to

due Resort, pursuant to that certain Agreement, dated March, 18, 1986, as amended by that certain

First Amendment to Agreement, dated March 18, 1996. The Resort utilizes the Effluent for

D.

4
r

9
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l

I

irrigation and maintenance of the turf, trees, shrubs and other landscaping at the Golf Courses, for

the filling and refilling of storage reservoirs at the Golf Courses, and for related exterior uses.

E. The Parties desire to enter into a new agreement in order to modify certain terms and

conditions, which shall supersede and replace the existing agreement, as amended.

NOW, THEREFORE, for good and valuable consideration, the receipt and sufficiency of

which is hereby acknowledged, axe Parties covenant and agree as follows:

AGREEMENTS:

Purchase and Sale of Effluent. BCSC agrees to sell and deliver and User agrees to

purchase and accept delivery of all Effluent generated by the Boulders East Plant subject to the

terms and conditions set forth hereinafter.

1.

Service and Deliver of Effluent. BCSC shall deliver and User shall accept Effluent

as follows:("

Q'

(a)

by the operation of the Boulders East Plant (or a new wastewater treatment facility which may be

constructed by BCSC as contemplated herein). In the event the treatment capacity of the Boulders

East Plant is increased to a capacity greater than 150,000 god, or a new wastewater treatment

facility is constructed by BCSC to replace the Boulders East Plant which produces Effluent in a

quantity that is greater than 150,000 god, BCSC shall enter into good faith negotiations with User

for the purchase by User of amounts of Etiluent in excess of 150,000 god. The foregoing

notwithstanding, nothing herein shall require BCSC to deliver Etiluent to User in amounts in excess

Quantitv of Eff]uent. BCSC shall deliver to the Resort all Effluent generated

of 150,000 BPCL

(b)

applicable Federal, State of Arizona, and local health and safety standards for non-potable water

supplied for turf irrigation and other exterior uses contemplated in this Agreement BCSC makes no

Qualitv of Effluent. The Effluent delivered by BCSC shall meet all

r

2.

2
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representations or warranties with respect to any characteristic of the Effluent which is not

specifically addressed by the applicable standards or the current re-use penni held by the User Mth

respect to the Effluent. BCSC makes no representation or warranty that the Effluent is suitable for

any purpose intended by User and use of the Effluent for any purpose is at the sole risk of the User.

Metered Deliveries: Delivery Point. All deliveries of Effluent to User shall be(c)

metered. The meter is presently located immediately adjacent to the Boulders East Plant, which

shall constitute the point of delivery. BCSC shall be responsible for the maintenance, repair and

replacement of all facilities on BCSC's side of the meter as well as the meter, and User shall be

responsible for the maintenance, repair and replacement of all facilities on User's side of the meter.

The location of the meter may be changed by the mutual agreement of die parties. The User shall

pay all costs associated with the maintenance, testing and certification of the meter.

(d) Service Interruptions by BCSC. BCSC shall use its reasonable efforts to

provide continuous level of service to User. In the event service is to be temporarily discontinued,

BCSC shall promptly notify User of the particular circumstances and the estimated length of time

during which service will be discontinued. BCSC shall make reasonable efforts to resume normal

service as quickly as possible.

(e)

deliveries of Effluent, User shall pay BCSC as if such Effluent had been delivered in accordance

herewith and shall further pay BCSC the reasonable costs incurred by BCSC to dispose of such

Efliuent. In the event of a temporary interruption of the ability of User to accept Effluent, BCSC

shall cooperate with User to minimize the amount of Effluent which cannot be accept by BCSC.

User shall make reasonable efforts to resume acceptance of deliveries of eliluent as quickly as

Service Intenupdons by User. In the event User is unable to accept

possible.

44 3. Charges for Effluent. The charge for all Effluent delivered to User hereunder shall

3
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be determined Bom time to time by the Commission in connection with a general rate proceeding or

similar proceeding in which all of BCSC's rates and charges for sewer utility service are determined

in accordance with applicable laws and regulations. BCSC shall promptly notify User of all requests

for modification of the charge for Effluent, and shall provide User, at User's cost, with a complete

copy of all requests for rate increases or other rate adjustments, includkig the application, pre-filed

testimony and supporting schedules and other exhibits. If the Commission at any time De-tariffs

effluent service or ceases to consider such service a regulated service subject to the Commission's

jurisdiction, the charge for Etiluent delivered to User shall remain the tariffed charge for at least one

(
4'

year, after which time BCSC may modify the charge for Effluent without Commission approval

provided that BCSC and User shall negotiate such modification in good faith. All such charges

shall be subject to the provisions of Paragraph 12(a), below.

Payment for Effluent Service. User shall be billed for and shall pay for Effluent on a

quarterly basis based on the metered quantity of Effluent delivered to User during the preceding

calendar quarter plus the amount of any Effluent which BCSC made available but User was unable

to accept during such calendar quarter. All amounts payable by User to BCSC hereunder shall be

due and payable within twenty-Eve (25) days of receipt of invoice, and any payment not received

within such time shall be considered delinquent and be subject to any late payment penalty

4.

authorized by the Commission.

5. Chanlzes to Effluent Standards. In the event that material changes are made to the re-

use permit held by the User, or to an Aquifer Protection Permit, or to the quality standards

applicable to Effluent used for turf initiation and related purposes, BCSC shall notify User of those

modifications to the facility from which the Effluent is provided or to any retainage features which

l

are required to ensure that such new standards are met. At the option of the User, User shall (a) pay

die reasonable costs of such modifications which are requllred to be made to the facility or retainage
(

r
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feature for the purpose of complying with the new permit requirements or effluent re-use standards,

or (b) terminate this agreement in accordance with Paragraph 12.

BCSC's Covenants. BCSC covenants and agrees that BCSC will:6.

(H) Operate the Boulders East Plant and the related pipelines, pumps and

facilities so as to allow the production and delivery of Effluent to User;

(b)

(C)

(fl)

(

Maintain in good standing and renew when appropriate all permits and other

regulatory approvals necessary for purposes of subparagraph (a);

Make such repairs, upgrades and improvements to the Boulders East Plant as

may be necessary in connection with subparagraph (a); and

Not restrict, reduce or otherwise limit the quantity of Effluent produced by

the Boulders East Plant or take any action that would reduce the plant's

treatment capacity except as otherwise provided for in this Agreement.

The obligations of BCSC under this Paragraph shall terminate if physical conditions at the Boulders

East Plant or any laws, regulations, orders or other regulatory requirements prevent or materially

limit the operation ofdre Boulders East Plant or render the operation of such plant uneconomic. If

economic considerations, technical requirements or regulatory changes require BCSC to close or

relocate the Boulders East Plant, BCSC will attempt, 'm good faith and to the extent technically

feasible, to relocate the Boulders East Plant or construct a new wastewater treatment plant at a site

that is a close as reasonably possible (taking into account the economics of such relocation or

construction) to the Golf Courses. In the event the Boulders East Plant is relocated or a new facility

constructed, User will be responsible for the costs of constructing additional pipelines and other

facilities necessary to transport the Effluent from such new location to the Resort's delivery point,

which upon request of BCSC shall be considered a contribution in aid of construction. BCSC shall

be solely responsible for all costs and expenses resulting firm the treatment of such pipelines and

5
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facilities as contributions in aid of construction, including (without limitation) (i) costs relating to

any easements for pipelines and facilities; (ii) costs relating to meter relocation; (iii) costs relating to

maintenance and repair of the pipelines and facilities; and (iv) any income taxes. In the event the

relocated or new facility has a larger capacity than the Boulders East Plant, User shall have the right

to purchase a maximum amount of 150,000 god of effluent. For the purposes of this provision, the

term "uneconomic" means that die costs and expenses relating to the treatment and delivery of

Effluent, including applicable overheads, would exceed the market price for effluent used for golf

course irrigation and similar purposes in Maricopa County.

7. User's Covenants. User covenants and agrees that User will:

(a) Operate, repair and maintain its storage lakes, pipelines, and other facilities

used 'm connection with the transportation and storage of Effluent provided

f
<

hereunder 'm accordance with all applicable laws and regulations; and

(b) Maintain in good standing and renew when appropriate all pennies, including

but not limited to Aquifer Protection Pennies, and other approvals necessary

for User to receive delivery 0£ store and utilize Effluent for turf irrigation,

exterior landscape watering and similar uses.

Limitations on Effluent Use. User covenants and agrees that all Effluent delivered

to User pursuant to this Agreement shall be used by User in connection with the Resort. User shall

not make any changes in the nature of the use of the Eff luent nor make any application for
I

changes or amendments to the permit governing the use of the Eff luent by the User, which

changes or amendments may affect BCSC's operations, without the express written consent of

BCSC. User shall not transport Effluent to any location outside of BCSC's oeltificated service

territory, nor shall User sell or agree to sell Effluent to any other person or entity.

I

r
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9. Indemnity.
i

(H) Indemnification of User. Subject to the limitations set out herein, BCSC

shall indemnify, protect, defend (with legal counsel acceptable to User) and hold User handless

Hom, and upon demand shall pay or reimburse User for, any and all claims, actions, costs, fees,

expenses, damages, environmental investigation costs, obligations, penalties, fines and liabilities

(including, without limitation, reasonable attorneys' fees and court costs) arising out of any breach

or default in the performance of this Agreement by BCSC or caused by any act, neglect, fault or

omission of  BCSC or its agents, contractors, employees or servants. User shall not seek

indemnification f irm BCSC for any and all claims, actions, costs, fees, expenses, damages,

environmental investigation costs, obligations, penalties, lines and liabilities (including, without

limitation, reasonable attorneys' fees and court costs) arising out of the use of Effluent by the User

l

I

or resulting from any characteristic of the Effluent which is not specifically addressed in the

standards which are applicable to the Effluent.

(b)

counsel acceptable to BCSC) and hold BCSC handless '1i° orn, and upon demand shall pay or

Indemnification of BCSC. User shall indemnify, protect, defend (with legal

reimburse BCSC for, any and all claims, actions, costs, fees, expenses, damages, environmental

investigation costs, obligations, penalties, f ines and liabilities (including, without limitation,

reasonable attorneys' fees and court costs) arising out of any breach or default in the performance of

this Agreement by User or caused by any act, neglect, fault or omission of User or its agents,

contractors, employees or servants.

10. Force Maieure. Neither Party to this Agreement shall be liable to The other for

failure, default or delay in performing any of its obligations hereunder, other than for the payment of

money obligations specified herein, when such failure, default or delay is caused by strikes or other

labor problems, by forces of nature, unavoidable accident, f ire, acts of the public enemy,

5 .
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interference by civil authorities, passage of laws, orders of the court, delays 'm receipt of materials,

or any other cause, where such cause is not within the control of the Party affected and which, by

the exercise of due diligence, such Party is unable to prevent. Should any of the foregoing occur,

the Parties hereto agree to proceed wide diligence to do what is reasonable and necessary so that

each Party may perform its obligations under this Agreement.

11. Term. This Agreement shall remain 'm effect for a period of twenty (20) years from

the date on page one of this Agreement, unless earlier terminated as provided under Paragraph 12,

below. Af ter the expiration of  the ini t ial  twenty (20) year term, this Agreement shal l  be

automatically renewed for successive five (5) year terms unless a Party provides written notice to

the other Party of its election to terminate the Agreement, which notice shall be provided no less

than one (1) yea prior to the renewed of the Agreement.

Termination of Agreement.12.

(a> Rate Increases. In the event that the charge for Effluent delivered to User

under this Agreement increases by more than twenty-ive percent (25%) above the charge in effect

at the time of any increase in the charge for Effluent or, 'm the alternative, increases by more than

fifty percent (50%) within any five-year period, User, in its sole discretion, may terminate this

Agreement by providing notice of its intent to terminate to BCSC on or before sixty (60) days from

the date on which the increased charge becomes effective. If such notice is given, this Agreement,

and dl rights and obligations hereunder, shall terminate without further action one hundred twenty

(120) days Hom the date such notice is delivered to BCSC. In the event that User elects not to

exercise its right to terminate this Agreement following any increase in the charges for Effluent,

User shall not waive its right to terrnjnate based on future increases in charges.

(b)

event of a breach or anticipated breach of a material term or condition by the other Party. In such

Termination for Breach. Either Party may terminate this Agreement in the

i
i

i

E
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event, the Party contending that a breach has or will occur shall promptly provide notice thereof to

the other Party, and shall initiate proceedings in accordance with Paragraph 14, below.

(c) Termination for Effluent Quality Changes. Lf User elects not to pay for those

modifications to the East Boulders Plant necessary to ensure the Effluent continues to meet changes

to due quality standards applicable to the Effluent, this Agreement may be terminated by BCSC

upon 120 days written notice to User by BCSC.

Notices. Any notice required or permitted to be given hereunder shall be in writing

and directed to the address set forth below for the Party to whom the notice is given and shall be

deemed delivered (i) by personal delivery, on the date of delivery; (ii) by first class United States

mail, three (3) business days alter being mailed; or (iii) by Federal Express Corporation (or other

reputable overnight delivery service), one (1) business day alter being deposited into the custody of

such service.

13.

(
Into BCSC to: Trevor Hill

Suite 201, 1962 Canso Road,
Sidney, British Columbia,
Canada VSL 5v5

with a copy to: Algonquin Power Income Fund
c/o Peter Kampian
Algonquin Power Corporation, Inc.
#210, 2085 I-Iurontario Street
Mississauga, Ontario L5A 4G1

If to User to: Boulders Joint Venture
Clo Wyndham International, Inc.
1950 Stemsons Freeway, Suite 6001
Dallas, Texas 75207
Attention: Legal Department

Any Party may designate another address for notices under this Agreement by giving the other Party

not less than thirty (30) days advance notice.

14. Dispute Resolution.

(a) Good Faith Neszotiations. For the purpose of dispute resolution, each Party

9
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shall designate an officer or employee to act as its representative (hereilnafier, "a Designated

Representative"). A Party that believes a dispute exists under this Agreement will first refer the

dispute to the Designated Representatives of the Parties for resolution. The Designated

Representatives will personally meet and attempt in good faith to resolve the dispute. If the

Designated Representatives camlot resolve the dispute within thirty (30) days, a Party that still

believes a dispute requires resolution shall avail itself of the provisions of subparagraph (b), below.

(b) Arbitration. If a Party still believes a dispute requires resolution after

following the procedures of subparagraph (a), that PoNy shall provide a detailed written notice of

dispute to the other Party setting forth the nature of the dispute and requesting that the dispute be

determined by means of arbitration. Immediately following such notice, the dispute -shall be

submitted for and settled by binding arbitration adnninistered by the American Arbitration

Association ("AAA") under its Commercial Arbitration Rees before a single arbitrator. Judgment

i on the award rendered by the arbitrator may be entered in any court with jurisdiction.

(c) Other Remedies. The preceding subparagraphs are intended to set forth the

primary procedure to resolve dl disputes under this Agreement. It is expected that dl disputes that

would traditionally be resolvable by a law court would be resolved under this procedure. However,

the Parties recognize that certahibusiness relationships couldgive rise to the need for one or more

of the Paroles to seek equitable remedies from a court that were traditionally available firm an

equity court, such as emergency, provisional or summary relief; and injunctive reliefs Immediately

following the issuance of any such equitable relief] the Parties will stay any further judicial

proceeding pending arbitration of all underlying claims between the Parties. The Parties also

recognize that the Commission may have primary jurisdiction over certain issues that may arise

between and among the Parties that relate to the provision of public utility service. Accordingly,

r
l this paragraph is not intended to prohibit a Party from bringing any such issues to the Commission

l
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for resolution or from taking any position at the Commission that would not be 'inconsistent with or

1

barred by this Agreement or by collateral estoppal, res judicata or other issue or fact preclusion

doctrines.

15. Attomevs' Fees. In the event either Party hereto employs legal counsel or brings a

judicial action or any other proceeding against the other Patty to enforce any of the terms, covenants

or conditions hereof, the prevailing Party in such action or proceeding shall be entitled to recover its

reasonable attorneys' fees and costs from the other Party, and 'm due event any judgment is secured

by such prevailing Party, all such attorneys' fees and costs shall be included 'm such judgment. Any

arbitration shall be considered judicial action for the purposes of this paragraph.

16. Resort Accommodations. From time to time, and subject to availability, User shall

make accommodations at the Resort available to visiting representatives of BCSC at the best

1
1

available corporate rate then offered by the Resort. BCSC's rights under this Paragraph shall be

strictly limited to the use ofaccommodations for business purposes,

17. Amendments and Waiver of Conditions. No waiver by either Party of any breach of

this Agreement by the other Party shall be construed as a waiver of any preceding or succeeding

breach. This Agreement may be amended only in writing and may not be amended or modified by

any part performance, reliance or course of dealing.

18. Additional Acts. The Parties agree to execute promptly any other documents and to

perform promptly any other acts as may be reasonably required to effectuate the purposes and intent

of this Agreement.

19. Successors and Assigns. This Agreement shall be binding upon and inure to the

benefit of the successors and assigns of the Parties. This Agreement, together with all rights,

obligations, duties and privileges arising hereunder, may be assigned by either Party without the

( consent of the other Party. If either Party assigns its interest hereunder, then such assignment shall

11
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be set forth in a written document executed by the assignor and assignee, which document shall

contain an express assumption by the assignee of all obligations of the assignor under this

Agreement. The foregoing notwithstanding, the failure of an assignee or other successor in interest

to execute and deliver such written document shall not terminate or odxerwise limit the rights of the

non-assigning Party hereunder.

20. Governing Law, Severability. This Agreement shall be governed by, construed and

enforced in accordance with the laws of the State of Arizona. If a court or governmental agency

wide jurisdiction deterrnlmes that any provision of aNs Agreement is unenforceable, illegal or

contrary to any applicable law, regulation, regulatory order, or ta,-513; then such provision shall be

severed Hom this Agreement. In such case, the remainder of this Agreement shall remain in effect

if both Parties can legally, practicably, and commercially continue without the severed provision.

21. Construction. The terms and provisions of aNs Agreement represent the results of
I

negotiations between BCSC and User, neither of which have acted under any duress or compulsion,

whether legal, economic or otherwise. Each Party has had the full opportunity to review and

understand the legal consequences of this Agreement. Consequently, the terms and provisions of

this Agreement should be interpreted and construed in accordance with their usual and customary

meaning, and BCSC and User each waive the application of any rule of law providing that

ambiguous or conflicting terms or provisions are to be interpreted or construed against the Party

whose attorney prepared this Agreement.

22. Integration. The terms of this Agreement supersede dl prior and contemporaneous

oral or written agreements and understand° mgs of BCSC and User with respect to its subject matter,

all of which will be deemed to be merged into this Agreement. This Agreement is a final and

complete integration of the understandings of BCSC and User with respect to the subject matter

hereof If there is any specific and direct conflict between, or any ambiguity resulting from, thei

12



§§;d provlslons of this Agreement and the terms and provisions of any document, instmmeut

.other agreement executed in connection with or furtherance of this Agreement, the term,

document, instrument, letter or other agreement will be interpreted in a manner consistent

»»*"' .

Aral purpose and intent o f this Agreement

Headings and Caption S. The headings and captions of this Agreement are for

Zjiily and are not intended to limit or define the meaning of any provision of dis

Counterparts. This Agreement may be executed in any number of counterparts, each

executed and delivered, shall be deemed an original, but all of which when taken

4 constitute one binding contract and instrument

SS
M.I

WHEREOF, BOULDERS CAREFREE SEWER COMPANY and

10INT VENTURE, have caused this Agreement to be executed on their behalf by

ed representatives as of the day and year first above written.

BOULDERS CAREFREE SEWER
CORPORATION, an Arizona corporation

By
7&.w.€
?.4>Vz

BOULDERS JOINT VENTURE
Arizona general partnership

By: PAH GP, INC
A Delaware corporation
Its: gr;

Pl 4518414
IM0N0) Vl\€@ ffp5
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Ridenour, Hienton 8; Lewis, P.L.L.C.
Scott S. Wakefield, State Bar No. 013442
201 N. Central Avenue, Suite 3300
Phoenix, Arizona 85004-1052
602-254-9900
sswake1ie1d@rhk1-1aw.com

ADWIITTED

BEFORE THE ARIZONA CORPORATION COMMISSION
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IN THE MATTER OF THE
APPLICATION OF BLACK MOUNTAIN
SEWER CORPORATION, AN ARIZONA
CORPORATION, FOR A
DETERMINATION OF THE FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN
ITS RATES AND CHARGES FOR
UTILITY SERVICE BASED THEREON.

no. DOCKET no. SW-02361A--8~0609
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DIRECT TEsTnv1ony OF

LES PETERSON

Boulders Homeowners' Association20
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22 September 18, 2009
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INTRQDUCTIQN AND PURPOSE OF TESTIMONY

Q. PLEASE STATE YOUR NAME AND ADDRESS.

A. My name is Les Peterson. I live at 2045 Srnoketree Drive, Carefree AZ. My home

is located within the north (Carefree) portion of The Boulders subdivision.

Q. ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

I am testifying on behalf of the Boulders Homeowners' Association ("BHOA"),

which is an association of 332 home and property owners in the northern portion

of the Boulders community in Black Mountain Sewer Corporation's ("BMSC" or

the "Company") service area. The residents of the south portion of the Boulders

community (which is located in the limits of the City of Scottsdale) have a

separate homeowners association, the Owners' Association of Boulders Scottsdale

("OABS"). The OABS fully supports the position of the BHOA in this matter.

Q- WHAT IS YOUR AFFILIATION WITH BOULDERS HOMEOWNERS'

ASSOCIATION?

I am President of the BHOA.

l
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Q- WHAT IS YOUR

BACKGROUND?

EDUCATIONAL AND PROFESSIONAL

A.

A.

A. Arizona State University, BA, 1965, MA,1967

Teacher, Scottsdale, AZ School District,1967

Marketing, Procter & Gamble, 1968-1971

Promotion Manager, The Pillsbury Company, 1971-1973

Executive Vice President, Glendinning Companies, 1973 - 1979

Founder and President, Connecticut Consulting Group,1979-1991



'\

s

{

\
4 !

Executive Vice President, Clarion Division of Darcy Marius Benton & Bowles,

1991 2000

Q- WHAT IS THE PIMPOSE OF YOUR TESTIMONY?

I am testifying to provide the Commission information about the wastewater

treatment plant (the "Boulders Wastewater Plant" of the "Plant") located within

the Boulders community, and an agreement the BHOA has reached with BMSC,

to finally and completely address the noise and odor issues associated with the

Plant.

BACKGROUND ON GDOR ISSUES

Q- PLEASE PROVIDE SUME HISTORICAL BACKGROUND ON THE

ISSUE.

The Boulders Wastewater Plant was originally constructed in about 1971. It was

initially constructed to serve homes within the Boulders. Even before the

Company received a certificate of convenience and necessity ("CC&N) from the

Commission, problems with a sewer system in nearby Carefree led to the

absorption of that system by Me Company.1

In 1980 the Commission issued the original certificate of convenience and

necessity ("CC&N") to Boulders Carefree Sewer Corporation ("Boulders

Carefree"), BMSC's predecessor. Boulders Carefree's CC8cN application sought

approval to move the site for treatment of wastewater from the site of the Plant to

another site? The Commission did not approve use of a substitute site for

1
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A.

A.

Decision No. 53300 at 2 (1982). Until die Company acquired the Carree system, it was not required to

hold a CC&N.
2 See Decision No. 50544 at Finding of Fact No. 2 (attached as Exhibit A).
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treatment of the Company's wastewater at that time because the request was "too

indefinite as to time and can be submitted for approval" at a later time? Nearly

thirty years later, the Boulders Wastewater Plant still operates in die center of our

neighborhood.

Over time, however, the Boulders Wastewater Plant came to service

appro>dmately 50% of all of the homes .- and all of the commercial establishments

- in the Town of Carefree (the "Town"), and it became the sole wastewater

treatment plant for die entire Town. Residences were built around and in

relatively close proximity to the Boulders Wastewater Treatment Plant prior to. the

time its use and service area were dramatically expanded. The "sudden and

unexpected expansion" of the Company's service territory created severe

financing difficulties for the Company, which were addressed by plant capacity

charges', an interim rate increase in 19815 and permanent rate increase in 19826

and 1985.7

As a result of the unexpected rapid expansion of the service territory, the

Company required an alternative source to treat its wastewater flows that

exceeded the capacity of the Boulders Wastewater Plant and began sending excess

flows to by treated by the City of Scottsdale as early as 1989.2 Currently, only

about 20 percent of BMSC's total annual raw sewage is treated at the Boulders

Wastewater Plant. The Plant has a permitted treatment capacity of 120,000

gallons per day, and flows of raw sewage to the Plant are slightly more than this

120,000 gallon per day in the summer months, and approidmately 400,000

1
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8

Id. at pg. 10.
Decision No. 50544.
Decision No. 52585.
Decision No. 53300.
Decision No. 54537.
Decision No.59944 at2.
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gallons/day in the winter months. All raw sewage in excess of 120,000 gallons

daily flows directly into the City of Scottsdale's ("Scottsdale" or the "City") sewer

system and is treated at the City's Water Campus treatment plant ("Scottsdale

Treatment Plant").

The Boulders Wastewater Plant is located very close to several homes.

Three homes are within less than 100 feet Hom the Plant, and 10 homes are within

1
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approximately 300 feet of the Plant. Within appro>dmately 500 feet of the

Wastewater Plant there are 17 homes, and within apprmdmately 1,000 feet there

are between apprmdmately 200 to 300 homes plus primary dining and conference

facilities of the Boulders Resort (the "Resort").

Over the years, particularly on occasions during the colder weather and

heavier BMSC system usage during the winter months, strong odors have

permeated diroughout the Boulders. Given the strength of the odors, it was

difficult to specifically tell if the odors originated from the Wastewater Treatment

Plant or the raw sewage collection system from throughout Carefree or from both.

At the time of BMSC's last rate case in 2005, the odor issues (I use the term

"odor" to include the strong and nauseating smells, system noises and health

concerns resulting from raw sewage flowing out of the man-hole covers, lift

stations and broken collection system pipes during rains and into the streets and

washes) were so frequent and so pervasive that the BHOA intervened in the case

to bring the problem to the Commission's attention and seek its assistance in

getting the "odor" issues resolved. The Town also intervened in the case to raise

its concerns about the "odor" issues and a lift station in a commercial area.

The Commission's Decision in that case allocated nearly eight pages to

discussion of the "odor" issues, which it described as "[t]he most contentious

4
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issue of [the] proceeding."9 The Commission ordered the Company to adopt

either one of the two solutions that had been proposed at the hearing by the

Town's witness or some alternate remedy with the agreement of all of the parties.

The Company then hired a consultant who proposed an alternative remedy

focusing upon the collection system as the primary source of the "odor" problem,

to which the other parties acquiesced based upon the consultant's expertise.

Among other proposed solutions, the consultant's recommended remedy involved

installing air jumpers between manholes along Boulder Drive. The Company also

corrected the slope of the collection system line on Quartz Valley Drive. The

Company installed the air jumpers and corrected Quartz Valley Drive line slope

by June 2007.

Q. ARE THERE STILL ODOR AND NOISE ISSUES?

Odors from the Boulders Wastewater Plant continue to be very noticeable by and

objectionable to Boulders residents, though at a lesser frequency than before the

air jumpers were installed and the line slope was corrected. In addition, the noises

of the operation of the Boulders Wastewater Plant are very noticeable from nearby

homes and homes as far away as an estimated 400 feet, and there is ongoing

traffic (service vehicles, pumper trucks, sub-contractor vehicle parking,

dumpsters, etc.) associated with the Wastewater Plant operations in our quiet

community. The BHOA has had open dialogue with Company about these

ongoing issues and the Company assures us that it takes our concerns seriously.

Since the last rate case, the Company's behavior generally has been consistent

with those assurances. However, it is our understanding that it is impossible to
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26 g Decision No.69164 at pg. 30.
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completely eliminate the significant remaining .odors and noise from any

wastewater treatment plant, let alone one that is nearly 40 years old. The

Company has described the fact that Plant is located very close to residences as "a

problem of geography." The Company has also informed us that they understand,

pursuant to current requirements, a facility such as the Boulders Wastewater Plant

would currently have required set backs of at least 1,000 feet from the nearest

property line of an adjacent dwelling."

BENEFITS OF CLOSING OF THE PLANT

Q. WHAT IS BHOA HOPING TO ACCOMPLISH BY PARTICIPATING IN

THIS PRGCEEDING?

BHOA intervened in this rate case in an attempt to get BMSC to shut down the

Boulders Wastewater Plant as soon as possible, either voluntarily or pursuant to a

Commission order. After all, it was the Company's intention as early as 1980 that

the Plant site in the middle of a neighborhood would be replaced and the

Company's wastewater would be treated at a different, and less objectionable,

location. Portions of the Company's wastewater in fact has been treated at a

different location for the past 20 years, and it is time to finally shutter the plant

that was thirty years ago considered a temporary treatment plant location.

Fortunately, BMSC and other interested stakeholders have been cooperative

in our discussions with them to achieve that result. As a result, BMSC and the

BHOA have been able to reach an agreement (the "Settlement Agreement") under

which BMSC would cease operations of the Wastewater Plant within 15 months

of the Commission's Order in this case approving the agreement.
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26 10 A.A.C. R18-9-B201(I).
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Q. ARE THERE ANY IMPEDIMENTS TU CLOSING THE BOULDERS

WASTEWATER PLANT THAT THE COMPANY NEEDED RESOLVED

PRIOR TO AGREEING TO SHUT IT DOWN?

Yes, there are several. First, BMSC needs an alternative plant to treat the

wastewater that is currently being treated at the Boulders Wastewater Plant.

Second, BMSC has an agreement obligating it to provide the treated effluent from

the Boulders Wastewater Plant to the Resort for irrigating the golf course in the

Boulders community. That agreement is effective until 2021. Therefore, BMSC

would need to get the Resort's agreement to close the Wastewater Plant. The

Resort needs to secure an alternative source of effluent in order to agree to

termination of its agreement with BMSC .

Q- HAS THE COMPANY IDENTIFIED AN ALTERNATIVE SOURCE TO

TREAT THE WASTEWATER THAT IS CURRENTLY TREATED AT

THE PLANT?
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Yes. The City is willing to treat those wastewater flows at the Scottsdale

Treatment Plant. This is the same plant that currently treats the odder 80 percent

of BMSC's wastewater that is not treated at the Boulders Wastewater Plant. The

Scottsdale Treatment Plant has sufficient excess capacity to treat these additional

wastewater flows. Representatives of the City have indicated their willingness to

treat these additional flows from BMSC. BMSC's existing wastewater collection

system is already connected to the Scottsdale Treatment Plant. Upon closure of

the Boulders Wastewater Plant, Scottsdale would be treating all of BMSC's

wastewater. The Company may need to upgrade some of its collection system to

A.

7
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deliver the additional wastewater flows to the Scottsdale Treatment Plant, but it

expects it could perform any necessary upgrades within a year.
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Q- HAS THE RESORT AGREED TO TERMINATE ITS CUNTRACT WITH

BMSC FOR THE EFFLUENT FROM THE WASTEWATER PLANT?

Representatives of BMSC, the Town, the OABS and the BHOA met with the

Resort to discuss that, and the Resort expressed its' agreement to this change

provided that an alternative source of effluent could be identified and contracted

at an acceptable price. As a matter of background, the Resort currently purchases

70% of its required effluent from the Scottsdale Treatment Plant in addition to the

effluent it purchases from BMSC. Additional effluent produced by die Scottsdale

Treatment Plant is available to the Boulders Resort in sufficient quantities to

replace die effluent from the Boulders Wastewater Plant. Currently, the Desert

Mountain Golf Club ("Desert Mountain") contracts for (and is required to pay for)

effluent from the Scottsdale Treatment Plant well in excess of what Desert

Mountain requires to irrigate its turf. The Resort could purchase a portion of divs

excess Desert Mountain effluent, which could be delivered directly to the Resort

through the existing lines that already deliver effluent ham the Scottsdale

Treatment Plant to the Resort's golf courses .

The effluent from the Scottsdale Treatment Plant is of a higher quality (less

salt and brine) than the effluent produced by the Boulders Wastewater Plant.

Therefore, the Resort could achieve a level of cost savings by using more of the

higher-quality effluent from the Scottsdale Treatment Plant in lieu of the effluent

from the Boulders Wastewater Plant.

F

A.

8
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SETTLEMENT AGREEMENT TO ACCOMPLISH PLANT CLOSURE

PLEASE DESCRIBE THE MAJOR TERMS OF THE SETTLEMENT

AGREEMENT.

The Settlement Agreement is attached as Exhibit B. It provides for BMSC to shut

down die Boulders Wastewater Plant within 15 months of certain conditions being

satisfied. Those conditions include (1) modifying its agreement with the City of

Scottsdale to confirm that the Company will have continued access to capacity at

the Scottsdale Treatment Plant after closure of the Boulders Wastewater Plant and

beyond the term of its current agreement with the City, (2) modifying BMSC's

collection system to accommodate sending the additional flows to the Scottsdale

Treatment Plant, (3) the Resort  agreeing to termination of its agreement with

BMSC fo r  t he  effluent  fro m die  Bo ulders  Wast ewat er  P lant ,  and (4)  t he

Commission approving a cost recovery mechanism for the costs associated with

the closure of the Boulders Wastewater Plant. Once operations of the Boulders

Wastewater Plant  have ceased, the Company will remove the st ructures and

equipment from the site, perform any necessary hazardous substance remediation,

and restore the site so that residential structure(s) may be constructed on the site.

The Company will sell the site for resident ial use,  and share the gain on die

property equally with its customers.
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IN ADDITION TO ELIMINATING THE ODORS ASSOCIATED WITH

THE PLANT, ARE THERE OTHER BENEFITS OF THE SETTLEMENT

AGREEMENT?

Yes. BHOA understands that BMSC has an easting agreement with the City of

Scot tsdale under which BMSC can buy addit ional processing capacity at  the

Scottsdale Treatment  Plant  at  very favorable rates through 2016. BMSC has
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requested a 25 year extension of its existing contract with the City at these

attractive rates. I understand that the City is agreeable to extend the contract

through 2041. The Settlement Agreement will result in BMSC entering into an

agreement with Scottsdale for both an additional 25 years of BMSC having access

to additional capacity at Scottsdale's treatment plant, and at rates that are about

1/3 of what the current market rate is for treatment capacity. ($6.00/gallon under

the Scottsdale Agreement, versus, for example, what I understand is

approximately $ l 8.00/gallon at the new Cave Creek Wastewater Treatment Plant.)

Q- DO YOU KNOW WHAT THE FUTURE RATE IMPACTS WOULD BE

FROM CLOSING THE BOULDERS WASTEWATER PLANT AND

SENDING ALL OF WASTEWATER TO THE SCOTTSDALETHE

TREATMENT PLANT?

BMSC will be addressing the possible rate impacts of closing die Plant when it

files its rebuttal testimony.

Q- HAVE YOU DISCUSSED THE TERMS OF THE SETTLEMENT

AGREEMENT WITH ANY OTHER PARTIES TO THIS PROCEEDING

ANDOTHERCUSTOMER REPRESENTATIVES?
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Yes, we have. Throughout our negotiations, we have discussed the matter with

representatives of the Town of Carefree, which have expressed its support for

closing the Boulders Wastewater Plant, and the OABS, which is also supportive

of the Settlement Agreement. We also met with the Commission's Staff and the

Residential Utility Consumer Office to brief them on the settlement developments.

A.

A.
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Q- WHAT SPECIFICALLY ARE YOU REQUESTING FROM THE

COMMISSION AT THIS TIME?

BHOA is requesting that the Commission approve the Settlement Agreement.

CQNCLUSIQN

DO YOU HAVE ANY ADDITIONAL COMMENTS?Q.

A. Yes. Nearly thirty years ago, when BMSC's predecessor first came to this

Commission for authorization to provide wastewater service, it indicated its

expectation that the Boulders Wastewater Plant would be replaced as the area

grew and more customers required treatment of their sewage. The Commission

indicated at that time that the utility could seek specific approval for such

replacement at the time a more definite treatment alternative was identified.

Though it has been 20 years since the Company first identified the City of

Scottsdale as a specific alternative source of treatment, the Plant that sits less than

100 feet from homes remains in operation. The time has come to retire the

Boulders Wastewater Plant, as the Company has intended to do since it first came

to the Commission for a CC8LN. The two homeowners associations that together

represent 732 residential customers, and the Town of Carefree, support the

Settlement Agreement and the closure of the Boulders Wastewater Plant.

Q- DOES THIS CONCLUDE YOUR DIRECT TESTIIVIGNY?

Yes .

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

308889,ssw;22938-0001

A.

A.

11



\

\ _.

\

i
1.

EXHIBIT A



*I

x.

r

go..
'Zz
Ne
r

8.

88
9 -

i

ii

,.FH I

8'=;
8
Lr

:,n
H

¥
8;
?E

g
T

r

I

,1. Iuv n

MAP

i

.1
J

RE

an

nm

as

12

ma

14 I

24

31

15

32 8 for the sale of effluent from the app1i<:ant's sewage treatment

25

38

an

8 i

37

1889 "EIMS
iflxaixunazm

3112 98835
Gammissicner

lawn nwalmx
' Commissioner

l IN TEE 34R\'tTER OF THE APPLICATION )
Of? 're BGWULDERS CRREFH8B SEWER
CGEPDMATION FOR CERTIFICATE OF

¥Cgp;98;g1gnlc3 4435) Ii3€8$$p1"/ FDR
S8W.M§ E TEEAWQMT SYSTEM.

5 nam'E tar 1~:r£zaa1rzr;=

.quested approval of:
t
I  se rv i ce  I

£5 process the sewage originating within the District,

1*r.a=.czn ow? HEARIWG:

APE'EB.RM'!£ZES :

zazaanas GFFICER:

wholly owned subsidiary of Boulders Carefree Corpraratzlon, blah 1U*i¢icm8~

ourporations. having the same off icers and diracturs.

Properties, Inc. hereinafter referred to has the sara officers, did-ea--..

tors, and shareholders as Boulders Carefree Gorpraratzion.

p lan t  an d  s ys tem co n s is t in g  o f  l in es , conne c t i o n s ,  ma nho l e s a n d  a l l

a m !  n e c e s s i t y Rx: construct,  maintain a n d  o p e r a t e  a  s e w a g e  t r e a i m n z

necessary equipment in the area mare particularly described herein

contract proposed between applicant and Boulders Carefree Corpax-ai:3.n1x15

lying in Maricopa County, Arizona.

1

2 iv

(b) a contract with Desert I-'racathills Sanitary District w

The applicant. Bouléiara Carefree Sewer curpnfatinu, $8 a

The applicant bas applied fer a certif icate of Convexxianfma

la)

iiovemhex' '3, 1979

P h o en i x ,  A r i zo n a

gem. R.  Giesa

Ba.may Paulsen. Assistant Director, utilitigig
bivisiun, an behalf of the Arizona C:m9na:u'ki@
Commission

Richard Hoffartb, Engineer,
on behalf of the Arizona torporatian fzweais

Brown s Bain, by Cary IJ. J91'l8Sr on behalf et'
the Applicant

1=~n~m1nGs Q? FIT

f.p"!Tr a.l=!r=i1uS*

proposed r a t es to be charged users for se'a74z~r

)
)
)
I
1

I n  a d d i t i o n ,  t h e a p p l i c a n t  r e -

npxuxan 14: orran

:>oc1<s'1' ac. U-2361

nacIs IN

Miata? Carpnfa*

Qocw T;. 3

g;*tJL*§.£{\.;j. 5 q,

IAN ~» 3 1980

m y

ntilitnias !3$.vzLs5x§;;i~

( c l  a n  a f f l u e n t

Hauldars

i 4~38li

$4 I

.3 Si
4a1

4 9

;;

i

31; 5

4;

1?

7

143

8

.835

5-

:
4

;

8

"1.

~i
I

.4

.11
_:ti:._

*=l
rt

.4 FT

I 5..

;..
_"L

*t

1" 4
39.*
_» 1

fr
*is
= l*;

i

9;

3
H I

i

i*s

iii

81

I

3

31

=*-4
a l

5
his

3
9

l

Si
.1
4

[ 1

bi

3
J

!

l~

4
s

3!I
I

I
i
I



DLu.J{iJ1.Ll Liz

'I

x

r*
3.
8;

r9;

238

.

Is

_

9

*

my

16

11

M
13

15

14

as

11

to

21

18

19

23 Tina applicant has applied to

28 8 and Necessity to construct, maintain and operate a sewage traatmnniz

25 I plant and system consisting of lines, ccbnxiections, manholes and all

8 3 necessary equipment in the area more particularly described herein

3 I lying in Maricopa County, Arizona.

8 1 quested approval of; la) proposed rates Bo be charged users for r3e8~3§8»1t"

8 service, (b) contract with Desert Foothills Sanitary District to

38 i process the sewage originating within the District, (Cr) an efflunzent

contract proposed between applicant and Boulders carefree Corporation 431

oz

8

IH THE na14.T'r£1z OF THE APPLICATION }
OP 'THE awznnns CAREFREE SEWER )
cowoaasrxow FOR czwrxvIcnms OF )
cuaawsrzn8wcn :MD wEc1=.:ss1Ty FOR )

I,ss=mcaa 'i°§zzA'rzam-rn' SYSTEM. }
)

899. TIMS
Wxairman

Jo v=@zs
(3o@issio1\er

3988 naanmr.
commi,ss1.oner

lwazolly owned subsidiary of Boulders Carefree Corporation, bath ar:!.2c>ii&

I ccarporaticmsQ having the same officers and directors.

I Properties, Ire. hereinafter referred to has the same officers, élissec-e

3 tors, and shareholders as Boulders carefree corporation.

name 0? EIIEARIHG:

1>1.n~<:8 OPHEARING;

mzmzlm; GFPICBR:

AI-'E*98AR8!l¢I£~ZS :

for the sale of effluent from the applicant's sewage treatment

1 .

2.

The applicant, Boulders carefree Sewer Corporation, :Ls a

a

1

X~Iov¢amher 13. 1979

Phmanixl Arizona

wm. R. Giase

Barney Paulsen. Assistant
Division, on bah flt
commiss ion

Richard Hogarth, Engineer. Btilities MWBMW
on behalf of the Arizona corporation GhuwatrNli-'4¥8£"̀ "

Bremen a Bain, by Cary D. Jones, canbehalf QT*
the Applicant
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In addition, the applicant ra-

r a Certificate of Conveninmuza
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7 requested higher rates for sewer

Rapplica son.

application no include the Carefree Drive Ixnprwoveusent District witlaifn

go f certif icated area and for the transfer of the assets and Ce::tiifi»-

31 Cate of Convenience and Necessity of Carefree water Ccunqaany, Inc.

82 ser-wer services in said area as provided Io Arizona corporation

33

3

an

34

15 granted a franchise to Boulders carefree Sewer Corporation for the

is

38 total -of 249 lots, a golf course and club house.

8 tn date. in the Carefree area consisting presan*~1y of azraggregata

1?

19

8 approximately 143 residential units are constructed and occupied at

8 zeal estate development called "SHoulders Catairwe" Units 1 through s

M

32

so

32

pa

87

8

II
;
E

and ld)

canVas sewage treatment plant rd another site in the area.

original application. the applicant requesatad approval

lconstrucizion of an additional interim sewage "areatmentz plant in

A :

Page 2
U-2361 ,

!Dacisi.on No. .8 (354) .4
I

faci l i t i es r

Brent to its

'.!» !Ari<:<:pa County Health Department to the granting cf the certificate
E
81 of convenience and necessity.

I
1
a
I
I

appruximare amount of $258,738 and approval of

8
1
a

3
I8 Boulders Carefree Corporation,

wale or i gi nal l y bu i l t to serve only the residents and golf course in

Bcxulders carefree development, but is now processing all the treated

.Ucnnnrmission Decision No.  34518,  to BoUlders Carefree Sewer

The Maricopa County Board of Supervisors on August 6, laver

tianal interim sewage plant.

system for the proposed certi ficated area.

right to construct, maintain and operate a sewage treatment plant

received the approval of the Arizona State Land Department and Sasha

°Boulders Carefree."

sewage in <`.arefree.

treatment plant and system.

approximately zoo users including 15 commercial users.

sewage treatment plant is operating to capacity and construction at

3.

4. The Boulziers Carefree Corporation is Tim developer of a

the hearing. the applicant also amended i t s oJr:h;tin§l3,

for

The sewage treatment plant is presently serving

Boulders Properties, Inc. ,  an affiliate of

future movement at? the present site of -appli-

This sewage treatment plant and system

By the.amandnx(ent» the applicant Mao

is the owner of a private sewage

the

financing for the a88i*vaal

service proposal in its oriqia'¥a§¢-I than

The applicant has also

At the present

The present

corps

y
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39 hookups in the Boulders develnpmnaimt and an unknown numliner :Lm other

11 Rf the proposed certifioata area.

12

13 §auu1a nm 750,000 to a million qnllom par clay requiring cnzxstruction

B itasar all other future treatment plant construction would be at a

£8 lciif gerent. site :Han the present location of the two package plants

34 an entirely now sewage hreatnunt plat.

no

7

87

28

23.

8

8 :sewage treatment plant and the initial cost: to time applicant of cam-

8 structing this Smith e. Loveless package plant and related eqvaipmcant

84 includirag hewer liners, would be approximately $2581738.

8 anticipated that the financing for the additional treaatsnent plant

8 lwoula be provided by a rafunéabla advance in aid of construction from

29' {Bou1de-.cs Carefree corporation in an amount sufficient to construct

8 the required mains and lixexs estimated to Ba approximately $140,638

9 : land a short-term loan from Boulders Carefree Corporation to the

30

31

so

been contracted for and is expected to be on the line in service by

larch 1' BD. according to the applicant.

age 3
U-2361 -n-'
Demtision Ho. \¢~'*}' I

inuciicating long-.term future growth potential of 11900 'Bo 11290 more
I

&his occurred ii; approximately 10 yaarws. more or

additicxnzal users anticipated during the n-ext 3. two 5 years.

i

i n sewage treatmeNt plant (Def iance packaqa plant) has a capacity #cl

Qkiom would occur at the present site of the Bouléaars Propartiea, Inc.

F8I' day.

pproxixaataly 120.000 gallons per' day and tlha additicmml plant (S\'iLL81t

bear interest at the rate of interest which Boulders Carefree Ct:»rpcra-

applicant in the approximate sum of $118,800.

son has to pay for the advance funds, estimated initially at 2;

Lovelelss package plant) wil l  have :Q rapacity of  ablaut 69,609 9allnam# =;-

The new smith a Loveless package traatxssant plant has ahz:&§@p *if

d has requsrstsd approval of site change when and if this occurs.

additional treatment plant is nscesuary to process sewage for

additional sewage; treatment plant to increase; the present capacity

120,008 ganllcms per day to 180,889 gallons pan: day.

S. The applicant proposes the construction at this tzima of

.U 1-1

3 Q

Testimony was presented

It was iudieatad that WMWII

The applicant anticipates

The proposed loan would

less, the peak load

This construw-

The exizs=t»-
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w

18 smith a Loveless package plant is located is leased from another

17 party.

3

ET

4

8 applicant.

8 JaN its sewage is treated by Bnuldars Prnpertias, Inc. at its plant

1 9

KB

24

M I includes portions of the area known as Carefree .Drive Imprcvenent

8 'District.

8 boulders development and all future users regardless of their lacatziaxs

29 i certificate would be transferred to true applicant upon commission

0 approval without cost.

7

5 I within the certificated area.

Ynotion will make a contribution of capital to the applicant of $258,800.

oz

2? I system, a force main and two leach fields.

32

M

|

greater &ilan the prime rate of interest.

line., testified at the hearing that the Board of Directors and stock-

holders of Carefree: Water rtoxnpany, Inc. had approved of the transfer

[of its certificate for sower services only and

without charge .

in aid »r:f construction charge to existing users not within the

This contrikmtion to capital will consist of the existing sewage

placement cost of s225,oon and s25.oua cash for working capital.

The real estate upon which the préaemt Nefiancaa package plant and now

Boulders Carefree corporation mad Mae present package plant will Ba

treatment facile Ty [Defiance package plant) with an estimated ra-

car till-cate approval, Boulders Properties, Inc. will Marga into

transferred to Boulders Carefree Corpsrratinn and tiaen to the applicaniMé

age 4
-2361 ...
cisioua No . 54:34*

necessary to construct the interim play& and to repay the foregoing

et would be provided by hookup fees, in the ac» rm of a cantributiwn

Company, Inc.

assets of Carefree Water, Inc. used in its sewer oparatinn and i ts

at the appraised value .

8.

7.

The present lease fee in $2,098 par year.

The assets of Carefree Water Company consist of a eollaotinifi

According to the applicant. the Boulders carefree Co!:p=ora-

Mr. Edward p. Everett, president of Carefree Water Comspauay

its sewer assets Ia the

The Carefree water company has no sewer plant and present&Q

used in its sewer service would be sold to the applicant

Time certificated area of Carefree water Company, Inc.

The real property owned by Carefree water

Mr. Everett further testified that carefree

A portion of the funds

The personal property
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my

80 13-arefreaa Drive Kmtprovamentn District would not be diuaolvad alzxtil its

11 50n¢

15

12 banded indebtedness appears to have been incurred by the carefree D289

83 Iunprsvement; District when it constructed a fcrca main to assist

21

ZB

I?

24

38 accounting sysbuam appears to exist for the users of tiara Boulflars

m Exhibit  12, original proposed

32 lcnntract as to commencement date, sale price of  ef f luent,  and bil l ing

14

38) a result of the hearing, the applicant has now submitted an aniendxment

no

8 districts fur cosztswj skien approval;

so

Boulders Carefree Corporation for the sale of its effluent and a copy

8 §0f the proposed contract (Exhibit 12) is su.b1:\=itted for approval.

8 proper form except a conuuancenan; date should be provided therein.

19

2:7

3

7

9 l?3arefre4a Drive Improvement District.

liuperatmr

ftlarefrem

i

tlmprovemant District both have the same boundaries and are not incmuaéll

gnonugy fee and than takes operating expanses out of monies co11acts8»

Earefreaa Water Company to set the district sewage to t'ha Bnuldars

applicant intends to process the sewage originating within these

Properties, Inc. treatment plant.

txeatnment plant in that Carefree Water Company bills all users the

service at present Ami are served by septic systems.

in the proposed certificated area.

districts anti has submitted a propaasad contract (Exhibit 11) with the

age 5
2 361
cisiomm

/deposits due its users.

amer coanvpany, Inc. has no line extension agreements Ar re£muc8.a§z1@

lier. Assistant Maricopa County Engineer and Nuaputy Supa;-intmn8ent

Stre4ets, testy fled that his department cczzsentad to the granting void

z he will continue in that capacity for the applicant.

certif icate no the applicant, inclucling the area known as Mm

8_

9.

indebtedness is pallid in full by approximately 1988.

mo _ ;>{k':34*~§

Eater

and manager

The Dense:-ti Foothills Sanitary District and Desert ¥both8.!2;§ I
_I

The applicant proposes to enter into a contract with the

Company »

masking certain revisions in the

o f the Bouleiars properties,

Inc.

Mr. Everett is presently the caxrtiiimi

collection

At the peasant time, a loose

These districts have no sewer

The agreement appears to Ba in

Ha alas: taatifiaad that the

sys two Ami it

Inc . plant and

i s

Eventually, Rita

contamplaiwci

Mr. Harry 84
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page G
33-2351
Becision Nic.

is

E
@9334

cycle .

every two years .

the affluent of $12 for each acrsa font, subject to review and zwavisivzm

cmsrparation. intends

one or xzncure of i t s  g o l f courses.

herein as par t  of  these F ind ings of  Fact .

caawmission the 9-wer to regulate. and SVJPBIVLS8 public suarvice curpora-

sons., determine and prescribe the raters and require said

to obtain a certificate of convenience an»& necessity.

entity tn recsive a certif icate of convenience anti necessity far the

:Rea D

:aeration of as sawaqa treatment. plant and system cnnsi8ting Rf linen,

umuzactinns, ananhcxiea and all nacamsairy mquipnxent.

and urgent. need therefore.

plant Ami system to serve the population in the propnsad certificated

and reasonable.

be qrantued a certificate of convenience and necsasity to construct,

:set forth in Ascended Exhibit IN attached harem and incorporated

10.

1 -

2.

3.

4 .

5.

WHEREFORE» IT IS GPIJERED:

1'ima contract as mended provides for an initial sale price Mf

The present rates and the proposed ratcas of the applicant aim

The Arizona Revised Statutes give the Arizona Corporation

There is a present and continuous need for a sewage treatmmxsité

The Boulders Carefree Sewer Corporation is a fit and proper

Interim rates may be granted Mere there exists an

The interim rates and charges established herein are just

The

t o

CONCLUSIONS DI' LAW

purchaser

rasa the

cnwsx

of  t he

e f f l uen t  f o r

That Boulders Carefree sewer Corporation

»

efflwlmt. Enzuléars Carefree

irziqahion purpaaes

28§ 2

C<JzpGI8l'l2.1€JylB 3-

inunefialate

era , -

* m
v .349

*:$ !

.*4
-:-4

1

51
x
8 8

Qc,
4 as . .

.I l..

J
83

4 ¢ »

.Is

» »

5,
8 maintain and operate a sewage treatment plant and system consisting of

8 .1ine1s. connections, manholes and all necessary equipment in an area
°\

an in maricopa county, Arizona, more particularly described as follawsa »

31 al-
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35

11

£8

21

8

M

19

28

I

8

8

31

29

39

32

I

361

M
18

I
t

I

Pasta 7

Decision Ma.ml [¢"§

i
I

I

1-

2.

4-

3.

s .

6.

7 .

8.

section 35, 'rmstasbip 5 mczrtch, Kanga 4 Emit,
Gila and salt 8i1a=ar Base and Meridian.

section 36, Township 6 Nmrtia, Range 4 East,
Gila and Salt River Base and Meridian,
except that part at Eectica 36 aitaaatzad
south of cave creek Mad in 'the Soutlzaam;
Quarter {SB 1/4; of said Section 38.

Southeast Quarter (SB l/4) at time Nlsrtziwnst
Quarter (NB 1/4) of Sect:i.Qn 341 Township 5
north, Range 4 East, Gila and Bolt Rivuazr
Base and Meridian.

East half (B 1/2) of Soxatlaeast Qxaarteer 183
1/4) of Section 34., 'r*ma1u.shi;n 45 north,
Range 4 East, Gila am! salt River Rasa and
2=8z>ridian-

Sfaction 2, Ttumwhip 5 martin, Ranlge 4 East,
Gila and salt liivar Base ad Meridian.

Sactzinn 11,'Noiunship 5 Bnrtla. Raanga 4
East, Gila and 8a1t Riva: Base ant! Meridian.

East half TB' 1/2) at Section 3, Tawnshi;
5 t-Izsrth, aanfyu 4 Rant, GiJ1.a and Bolt River
Base and Meridian.

Zxcapt that portie of this area dfzsoribad
in paragraprns 1 through s hereof that la
currently aituatad within the boundaries
of the Desert PootXnills Sanitary District
and the Daaaart Fnnthills Isaprovemant
District, 6.ms¢r$.bcd as follows:

rwouuials D=\atri¢t
Vesert 1'c__gtl'a:l11a IUBl=lI!Iv'¢MB¥\$ District

Beginning at the iotersactien of the monument
line of cava crash Read and the north»smuth
midsmetion line of Section 35, Township 6
north. Range 4 East, Gila and salt River Base
and Wridinn; thence northerly along said
midsection line to the north Quarter (N 1/4)
corner of said Section 35, thence westerly
along the north line of said Section 35 to
the northwest corn@r of said section 35;
thence southerly along the west line of said
Section 35 to the southwest corner of the
Her trust Quarter WWW 1/4) of the Horthwsat
Quarter WWW 1/4) of said Section 351 thence
continue southerly along the west line of
Loma 268. 269, 270 and 271 of Carefree.
Arizona, as recordn8 in Book 80 of Maps,
page 27, Maricopa county recorder, to the
snuthwesn curnBr of said Lot 2681 thence
continue southeasterly among the southwesterly
line of said Lat 268 to the west right~of~way
line of scattsdale Road: thence continue
southerly along said right~of»way line to the
southeast corner of Lat 383 in said carefree,

Daaert 844449 488
. Zap=~uv==mns .. . £.n0u»
Districts Heave tea Bema Hmmdarbael.

u.i¢..|1»n.ae.l l Jvvfvu-1
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81

. authorizer to transfer to Boulders Caraifree Sewer Corpouratitm its

russets Md certificate of convenience and necessity for sewer sarfviUé

as provided in Arizona Corporation cantmissiem Decision no. 34518

11' IS §'1JR'I'88F. QMJERED: That the  appl i cant  be  autbor i zad to

establish interim rates for its sewer service as fallows

}P*a<;.,=a 8
U-2361

vision flo. \

IT IS vumrann ORDERED:

Non-Bestauraxn t
Cmrassercial

Msié ematial

lltestaurants

Golf Course
Eff luent

Carefree Inn

Arizona: thence southeaatarly to the inter
section of the monument lines of scnttsdale
Road and Bloody Basin Rnadt thence nartN
easterly along the monument line of Blnady
Basin Road to a point of intersection with
the east line extended of Lot 66 .o£ said
Carefree, Arizona; thence northwesterly
along said east lot line extended a distance
of 166.75 feet beyond the southeast corner
of said Lot 66: thence South 67801*499 West
141-91 feet: thence north 46°00'00" West
215.00 feet: thence South 520D6'005 west
144.05 feet to the northeasterly right-oi
way line of sidewinder Road: thence continue
South 52°oo of" west to the :monument
of Sidewinder Road: thence northwesterly
along the :monument line of Sideurindet Riuad
to the munum~ ~nt line of Elbow Road: thence
westerly along the monument line of Siam
winder Road to the manumit line of Carefree
Drive: trance southwesterly along the
monument line of carefree Dr&ve to the
monument line of Scottsdale Road: thence
northerly the monument line ofScotts
dale Road to mono ~ant line of Cave
Creek R~ ~ad: thence soutbeastarly along the
monument line of Cave crank Road to the
north-south midsection line mf said Section
35, the point of beginning

That Carxaires wwkar Company, Ina. is

4-.\...4.,....~ ms

$l0.08/nsuanth

S2s.no/amnnah plus
$.75 per l,001} gallons
of water used

$1 , 1010 . 00/month

8a1e prime $12.G9/acre

834.09/mcanth plus
81.00.94 11008
gallons of water u>sec'i

¢=».»=¢»»=\4
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13

12

14

16

17

15

go Restaurant: $2.DN0.00, plus an amount equal to $1a.oo times the
==qwl1w= :cut of the aw: in square Eeat of the structure. which area

M shall be cwampuced in nccardanae with the standaxls of the Building
Gwaers and Manaxgars Association.

18.
Gammercialz $x.ueo.no, plus an amount equal to $18.81) tisaas fixe

go square root of the Anna in square-feet of than structure, which area
shall he cuanputed in accordance with the stalniards of the Building

8 . l9vmera and Managers Aassociaticn.

3

26

s

cation far a permanent rata increase further: avitiemca shall be

S

£ l an a plant capacity charge for all classifications of now users, fur

by review by the conssmission.

M

81.

oz

28

9

shall be effective as of January 1988 uaaga and that the applicant

$ shall advise each of its customers ear nail of the interim rates

I

t in contribution of  construction Ba he cixasgad assisting sewer means

hereby app-rov1ed as follows:*

322198 9
U-2361
Dec-isian

I
I

I

|
1I

Msic8antia1= An amount equal So $1a.oa Were the squavm :mu Rf
me area in' square heat of fixe structure, which area shall Ba <:umpts!:li8°
in aceardanee with the atandnrés of the Bui1di.nq01~4nexa¢ and Mamagurs
Association-

ired Kxerein prior to January 1981? wage.

The plant capacity charge snail Ba a one time charge
treatment facilities provided by 8ou18azs &refrern Sewer

°* Tile clnarqe will be Mada consisted* with the manner in which
arefzee Urine Improvement District (the District in which tlxese

:coal users are lacatadl ma historically assessed oonunercial
ere for sewer improvements. The total, aggregate amount to bu

reed to these users will be approximately $479456.

rely approved as fo l lows*

ccuutribvatiun of cczxstructian to be charged new sewn: u ere are

IT IS FURIEE8ER GRDRMBD:

IT IS FURTIIER 0RnEREp_-

IT IS PURWHER ORDERED:

IT IS FURTHER ORDEEBD:

n

E x i s t i n g
con r c i a l
Use r s

Existing
Residential
"Non-Bou1der$"
93ers

Carefree Inn

Tixat :Mn-refundable plant capan':i?.:3r

That: non-refundable plot capacity

That at the time of haring on the applia-

Tha t ;  t h e  i n t e r im  r a t e s  au tho r i ze d  he re i n

$980.06 to 53,608.88/par
isasta11mtia>n**

$475.98/par iostallatiwn

$65,580.80

*_M
f a r a

C&¥9£>t8i1i43!i 588

.
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WASTEWATER TREATMENT PLANT CLOSURE AGREEMENT

This WASTEWATER TREA8 EN*1" PLANT CLOSURE AGREEMENT (this
"Agreement") is made this 17 Vs day o ¢ 4P'l</»-l=~6/L.,2009, by and between the BOULDERS
HOME OWNERS ASSOCIATION, a non-roiit Arizona corporation ("BHOA") and BLACK
MOUNTAIN SEWER CORPORATION, an Arizona public service corporation ("BMSC")
(individually, a "Party" and collectively, "Parties"), for die plu'poses and consideration set forth
hereinafter.

RECITALS

A. BMSC is a public service corporation as defined in Article 15, Section 2 of the
Arizona Constitution. BMSC owns and operates certain wastewater collection, transmission and
treatment facilities and holds a certificate of convenience and necessity granted by the Arizona
Corporation Commission (die "ACC") authorizing BMSC to provide sewer utility service within
portions of the Town of Carefree and the City of Scottsdale.

r\.

B. BHOA is an association of 332 home and property owners in the northern portion
of the area known as the Boulders community in North Scottsdale and Carefree, Arizona. A map
depicting the general location of the Boulders community is attached hereto as Exhibit A to this
Agreement. The Boulders community also includes die Boulders Resort and Club (the
"Resort"). The Resort is located in north Scottsdale and includes a hotel, clubhouse, pool, tennis
courts, various landscaped seas, two 18-hole championship golf courses, and numerous
residential units. BHOA owns and controls the common areas and Bl-IOA and its members are
customers of BMSC, as the entire Boulders community is located within BMSC's certificated
service territory.

D. At the present time, BMSC operates a single wastewater treatment plant known as
the Boulders East Plant (the "Plant") witbjn the Resort. The Plant currently has a permitted
capacity of 120,000 gallons per day ("god") and a maximum treatment capacity of 160,000 god.
BMSC currently treats an average 120,000 god of wastewater and delivers all effluent from the
Plant to the Resort pursuant to an Effluent Delivery Agreement, dated March 2001. The
remainder of BMSC's wastewater is delivered to the City of Scottsdale for treatment, pursuant to
a Wastewater Treatment Agreement, dated April l, 1996 ("Scottsdale Agreement").

la E. As required by ACC Decision No. 69164 (December 5, 2006), BMSC has made
substantial improvements to its wastewater collection systems. These improvements have been
successful in addressing odors from the Company's collection system. However, fugitive odors
continue to be a problem at the Plant, as do intermittent noises and traffic from an assortment of
trucks and related vehicles servicing the Plallt due primarily to its location within the BHOA and
in the immediate proximity of residential properties. Because these odors and noises remain
largely within the Plant's normal operating parameters, Me parties believe that the only viable
remedy to remove all odors and noises/truck traffic from the surrounding community is closure
of the Plant. This is tale, despite the parties' agreement that the Plant is being operated by

/as;
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BMSC in compliance with all applicable law and regulation, and that such utility property is a
used and necessary asset ofBMSC.

F, BHOA represents that the closure of the Plant is supported by the Boulders
community, the Town of Carefree, and the City of Scottsdale, all of whom, in addition to
BMSC's customers, have an interest in the closure of the Plant. Therefore, in order to pursue
closure of the Plant, the Parties desire to enter into an agreement setting forth the terms and
conditions under which BMSC will close the Plant and clarify each Party's rights and obligations
with respect to that closure and the associated regulatory and raternaking approvals .

NOW, THEREFORE, for good and valuable consideration the receipt and sufficiency of
which are hereby acknowledged, the Parties covenant and hereby agree as follows:

AGREEMENT

1. Incorporation of Recitals, Each of the recitals set forth above are hereby
incorporated into this Agreement by this reference as if fully set forth herein.

2. Closure of the Plant. BMSC agrees to close the Plant subject to the terms and
conditions set forth hereinafter. As used herein, the terms "closure" and "close" in reference to
the Plant shall mean the termination of the wastewater treatment operations at the Plant, removal
of the physical structure of the Plant and the associated equipment that is not necessary for the
continued operation of the wastewater collection and transportation systems and remediation and
restoration of the Plant's associated property as required by applicable law and regulation.

a. Conditions Precedent to Plant Closure.
closure of the Plant if the following conditions are satisfied:

BMSC agrees to commence the

i. Downstream Collection System Line Capacity. The downstream
collection system Line from the Plant to the City of Scottsdale must have sufficient capacity to
support an additional 120,000 god flow of wastewater. If engineering evaluations conducted by
BMSC or its agents determine dirt the downstream collection system line lacks sufficient
capacity to support the extra flow, BMSC agrees to upgrade the system to provide sufficient
capacity for additional flow if it determines, in its discretion and in consultation with BHOA,
such an upgrade is not prohibitively expensive for BMSC and is in the best interests for BMSC
and its ratepayers. _

ii. Flow-through to the Citv of Scottsdale. Engineering evaluations
conducted by BMSC or its agents must demonstrate that the Plant's intake and outflow lines can
be connected to permit flow-through of wastewater to the City of Scottsdale's wastewater
treatment system in the same or similar manner as BMSC currently delivers flows from its
customers to the City of Scottsdale system under the Scottsdale Agreement. BMSC agrees to
modify the Plant's system to permit such flow-through if it determines, in its discretion and in
consultation with BHOA, such an upgrade is not prohibitively expensive for BMSC and is in the
best interests for BMSC and its ratepayers.

2
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iii. Wastewater Treatment Agreement with the City of Scottsdale. BMSC
must successfully negotiate the purchase of 120,000 god of additional wastewater treatment
capacity to treat the flows currently being treated at that Plant. In addition, BMSC must sign an
amendment to die Scottsdale Agreement that (1) extends BMSC's right to purchase additional
capacity beyond December 21, 2016, (2) states that BMSC's right to capacity shall survive the
termination of the Scottsdale Agreement, (3) states that the City of Scottsdale cannot terminate
the Scottsdale Agreement if BMSC closes the Plant, and (4) provides BMSC the long-term right
to purchase additional capacity at market rates.

iv. Effluent Agreement with the Resort. BMSC currently has an
agreement with the Resort which requires BMSC to deliver all effluent generated at the Plant to
the Resort through March 2021. In the agreement, BMSC covenanted to continue to operate the
Plant and to not reduce the amount of effluent produced by the Plant. BMSC must sign an
agreement with the Resort whereby the Resort agrees to allow the termination of the Effluent
Agreement at no or limited cost to BMSC.

v. Approval of Plant Closure. BMSC must seek and obtain all the
necessary local, county, state, and/or federal approvals for the closure of the Plant.

vi. ACC Approval of Cost Recovery for Plant Closure. ACC must
approve a cost recovery mechanism that permits BMSC to recover a return on and of the capital
costs of closure, which costs include, without limitation, the costs of procuring additional
capacity from die City of Scottsdale, die costs of engineering and other analyses necessary to
complete the closure, any system upgrades required as a result of the closure and/or the delivery
of die flows previously treated at the Plant to the City of Scottsdale. BMSC must also be
authorized recovery of any reasonable costs of reaching agreement with the BHOA, the City of
Scottsdale and the Resort as required to fulfill the terms of this Agreement, including, without
limitation, the costs of obtaining all necessary approval from the ACC, including rate case
expense. BMSC shall have no obligation under this Agreement if the ACC does not approve
such cost recovery mechanism as acceptable to BMSC in its sole discretion.

b. Termination of Operations at the Plant. BMSC agrees to use all commercially
reasonable efforts to complete termination of its operation of the Plant within 15 months of the
satisfaction of conditions listed in Sections 2(a) (i) - (vi), subject to government approvals and
the terms and conditions set forth hereinafter.

c. Removal of Plant Structure and Associated Equipment. After terminating its
operations, BMSC agrees to remove the Plant's physical structure from the Plant Property. The
"Plant Property" includes the 1.03 acres of the current Plant site. BMSC agrees to remove any
associated equipment or structures from the property that are not necessary for the continued
operation of its wastewater collection or transportation systems.

d. Remediation of the Plant Property. BMSC agrees to be responsible for the
proper management, handling, transportation, storage and disposal of any hazardous substances
generated by BMSC's activities on the Plant Property. BMSC is responsible for remediating the
hazardous substances directly generated by its activities on the Plant Property to the level
required by applicable laws, if such remediation is required by an applicable law. The term

/log
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"Hazardous Substances" shall mean any substance, material, pollutant, contaminant, or waste,
whether solid, gaseous or liquid, that is infectious, toxic, hazardous, explosive, corrosive,
flammable or radioactive, and that is regulated, defined, listed or included in any Applicable
Laws, including, without limitation, asbestos, petroleum, petroleum or fuel additives,
polychlorinated biphenyls, urea formaldehyde, or waste tires.

e. Restoration of the Plant Property. BMSC agrees to restore the surface and
subsurface of the Plant Property to a safe and stable condition. Further, upon completing closure
of the Plant structure, BMSC and its agents shall remove from the Plant Property all tools,
excavated material, personal property, rubbish, waste and surplus materials in connection with
the closure and/or previous operation of the Plant and leave the Plant property free and clear
f rom al l  obstructions and hindrances unti l  such time that residential structures may be
constructed on the site.

3. Ownership of Plant Property. BMSC will have full and complete ownership of the
Plant Property after the completion of the closure, remediation and restoration. Within 60 days
of BMSC completing removal of the Plant's physical structure from the Plant Property, BHOA
agrees to contribute or work with BMSC to enable transfer of the 02+ acres of land adjacent to
the Plant to BMSC to enable development of the Plant Property. Thereafter, BMSC will
determine, in its discretion, the best time to market the residential property so as to maximize its
value, subject to local laws and rules applicable to development within the BHOA. BMSC
further agrees to seek ratemaking treatment of such gain that would result in an equal sharing of
the gain between BMSC's shareholders and ratepayers, and BHOA agrees to provide support for
such raternaking treatment of any gain of the Plant Property. Gain on sale shall be that amount
over and above BMSC's basis in the Plant Property. The gain on sale shall exclude the proceeds
from the 0.2+ acres "contributed" by BHOA. All proceeds from the sale of the 0.2 acres
"contributed" by BHOA shall be allocated towards reducing the rate base and costs of the
closure of the Plant

4. Costs of the Closure of the Plant. BMSC will be responsible for all costs related
to the closure of the Plant, notwithstanding BHOA's contribution discussed in Paragraph 3.

Covenants.

a. BMSC covenants and agrees to negotiate in good faith and with promptness
the rnoditications to the agreements contemplated in Sections 2(a)(iii) and
2(a)(iv) above.

b. BHOA covenants and agrees to lend assistance and support as requested by
BMSC in relation to BMSC's efforts to close the Plant, including assisting
and supporting BMSC as requested in relations to BMSC's efforts with the
City of Scottsdale and the Resort. BHOA specifically covenants to assist and
support BMSC, publicly and privately, in its efforts before the ACC to obtain
recovery of its costs incurred under this Agreement, including rate case
expense, as contemplated in Section 2.a.iv above. BHOA agrees and
acknowledges that recovery of a return on and of the capital investments and
the expenses incurred by BMSC and/or its parent company in reaching

. 3
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obtaining the necessary approvals of the Agreement and thereafter closing the
Plant will likely result in the need for higher utility rates by BMSC.

C. Both Parties covenant and agree to not interfere with or cause an unreasonable
delay in the removal of the Plant.

6. Risk and Indemnification. Subject to the limitations set out herein, BMSC hereby
assumes any and all risks associated with the Plant's closure or other actions to be conducted by
BMSC pursuant to this Agreement. BHOA shall not seek indemnification from BMSC for any
and all claims, actions, costs, fees, expenses, damages, enviromnental investigation costs,
obligations, penalties, fines, liabilities or other losses arising out of any breach or default in the
performance of this Agreement by BHOA.

7. Force Maieure. Neither Party to this Agreement shall be liable to the other for
failure, default or delay in performing any of its obligations hereunder, other than for the
payment of money obligations specified herein, in ease such failure, default or delay is caused by
strikes or other labor problems, by forces of nature, unavoidable accident, fire, floods, acts of the
public enemy, interference by civil authorities, passage of laws, orders of the court,
unavailability of or delays in receipt of materials, supplies or equipment, or any other cause,
whether of similar nature, not within the control of the Party affected and which, by the exercise
of due diligence, such Party is unable to prevent. Should any of the foregoing occur, the Parties
hereto agree to proceed with reasonable diligence to correct or eliminate the condition causing
the force majeure and do what is reasonable and necessary so that each Party may perfonn its
obligations under this Agreement.

8. Term of Agreement. This Agreement shall terminate when the Parties have
performed all of their obligations under this Agreement, but no earlier than the time BMSC has
obtained favorable ratemaking for the costs of the closure.

9. Termination of Agreement.

a. Termination for Breach. Either Party may initiate proceedings for termination
of this Agreement in the event of a breach or anticipated breach of a material tefrrn or condition
by the other Party. In such event, the Party contending that a breach has or will occur shall
promptly provide notice thereof to the other Party, and shall initiate proceedings in accordance
with Paragraph 12, below.

b. Failure of Conditions to Plant Closure. If any of the conditions listed in
Paragraphs 2(a) (i) - (vi) are not satisfied, either Party may initiate proceedings for termination
of this Agreement. In such event, the Party contending that a failure of a condition has or will
occur shall promptly provide notice thereof to the other Party, and shall initiate proceedings in
accordance with Paragraph ll, below.

10. Notices. Any notice required or permitted to be given hereunder shall be in
writing and directed to the address set forth below for the Party to whom the notice is given and
shall be deemed delivered (i) by personal delivery, on the date of delivery, (ii) by first class
United States mail, three (3) business days after being mailed, or (iii) by Federal Express

*a
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Corporation (or other reputable overnight delivery service), one (1) business day after being
deposited into the custody of such service.

If to BMSC to: Greg Sorensen
Black Mountain Sewer Corporation db Liberty Water
12725 W. Indian School Road, Suite D-101
Mondale, AZ 85392

With a copy to: Jay L. Shapiro
Fennemore Craig, P.C.
3003 N. Central Avenue, Suite 2600
Phoenix, AZ 85012

If to BHOA to:Ted Wojtasik
Rossmar& Graham
9362 E. Raintree Drive
Scottsdale,AZ 85260

With a copy to: Scott Wake'deld
Ridenour, Hienton & Lewis
201 N. Central Avenue, Suite 3300
Phoenix, AZ 85004

Any Party may designate another address for notices under this Agreement by giving the other Party
not less than thirty (30) days advance notice.

l l . Dispute Resolution. The Parties agree to use good faith efforts to resolve, through
negotiation, disputes arising under this Agreement. If the Parties are unable to resolve the dispute
within sixty (60) days, a Party that still believes the dispute requires resolution may pursue
mediation or arbitration or commence litigation in a court or other tribunal of appropriate
jurisdiction.

12. Attornevs' Fees. In the event either Party hereto finds it necessary to employ legal
counsel or to bring an action at law or any other proceeding against the other Party to enforce any of
the terms, covenants or conditions hereof die prevailing Party in such action or proceeding shall be
paid its reasonable attorneys' fees and costs, and in due event any judgment is secured by such
prevailing Party, all such attorneys' fees and costs shall be included in such judgment. Any
arbitration shall be considered a proceeding for the purposes of this paragraph.

13. Amendments and Waiver of Conditions. No waiver by eidier Party of any breach of
this Agreement by the other Party shall be construed as a waiver of any preceding or succeeding
breach. This Agreement may be amended only in writing and may not be amended or modified by
any part performance, reliance or course of dealing. ,

2236774.m6040.035
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14. Additional Acts. The Parties agree to execute promptly any other documents and to
perform promptly any other acts as may be reasonably required to effectuate the purposes and intent
of this Agreement. Each Party shall cooperate wide and provide reasonable assistance to the other
party to obtain all required approvals and consents necessary to effectuate and perform this
Agreement.

15. Successors and Assigns. This Agreement shall be binding upon and inure to die
benefit of the successors and assigns of the Parties. This Agreement, together with all rights,
obligations, duties and privileges arising hereunder, may be assigned by either Party without the
consent of the other Party. If either Party assigns its interest hereunder, pren such assignment shall
be set forth in a written document executed by the assignor and assignee, which document shall
contain an express assumption by the assignee of all obligations of the assignor under this
Agreement. The foregoing notwithstanding, the failure of an assignee or odder successor in interest
to execute and deliver such written document shall not terminate or otherwise limit die rights of the
non~assigning Party hereunder.

16. Governing Law. This Agreement shall be governed by, consoled and enforced in
accordance with the laws of the State of Arizona.

17. Construction. The terms and provisions of this Agreement represent the results of
negotiations between BMSC and BHOA, neither of which have acted under any duress or
compulsion, weedier legal, economic or otherwise. Each Party has had the full opportunity to
review and understand the legal consequences of this Agreement. Consequently, the terms and
provisions of this Agreement should be interpreted and construed in accordance with their usual and
customary meaning, and BMSC and BHOA each waive Me application of any rule of law providing
that ambiguous or conflicting terms or provisions are to be interpreted or construed against the Party
whose attorney prepared this Agreement. This Agreement represents the Parties' mutual desire to
compromise and settle disputed issues. The acceptance by any Palty of a specific element of this
Agreement shall not be considered precedent for acceptance of that element in any other context.
Nothing in this Agreement shall be construed as an admission by any Party as to the reasonableness
or unreasonableness or lawfulness or unlawfulness of any position previously taken by any other
Party. No Party is bound by any position asserted in negotiations, except as expressly stated in this
Agreement. No Party shall offer evidence of conduct or statements made in the course of
negotiating this Agreement before the Commission, any other regulatory agency, or any court. The
invalidity of any provision of this Agreement shall in no way affect any other provision hereof

18. Interpretation, The terms of  t h i s Agreement supersede all prior and
contemporaneous oral or written agreements and understandings of BMSC and BHOA with respect
to i ts subject  matter ,  a l l  of which  wil l  be deemed to be merged in to th is Agreement. This
Agreement is a final and complete integration of the understandings of BMSC and BHOA and sets
forth the entire agreement between the parties with respect to the subject matter hereof If there is
any specific and direct conflict between, or any ambiguity resulting from, the terms and provisions
of this Agreement and the terms and provisions of any document,  instrument,  letter  or  other
agreement executed in connection with or  furtherance of this Agreement, the tern, provision,
document, instrument, letter or other agreement will be interpreted in a manner consistent with the
general purpose and intent of this Agreement. / S
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19. Counterparts. This Agreement may be executed in two or more original or facsimile
counterparts, each of which shall be deemed an original and all of which together shall constitute
but one and the same instilment.

IN WITNESS WHEREOF, BMSC and BHOA have executed this Wastewater Treatment
Plant Closure Agreement as of due date and year first written above.

BLACK MOUNTAIN SEWER CORPORATION
An Arizona corporation.

By
Its 'D 1444 <-*c DQ

§ 3'¢<wf
@l~9>/<A»w1\v'

BOULDERS HOME OWNERS ASSOCIATION
A non-profit Arizona corporation

By
Its

8
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19. Counterparts. This Agreement may be executed in two or more original or facsimile
counterparts, each of which shall be deemed an original and all of which together shall constitute
but one and the same instrument.

IN WITNESS WHEREOF, BMSC and BHOA have executed this Wastewater Treatment
Plant Closure Agreement as of the date and year inst written above.

BLACK MOUNTAIN SEWER CORPORATION
An Arizona corporation.

By
Its

BOUL
A no /

S HOME OWNERS ASSOCIATION
n oration

By
Its >z-@<;£1@x@>(~

*~.
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Scott S. Wakefield, State BarNo. 013442
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INTRODUCTION AND PURPOSE OF TEST1MONY

Q- PLEASE STATE YOUR NAME AND ADDRESS.

A. My name is Les Peterson. I live at 2045 Smoketree Drive, Carefree AZ. My home

is located within the north (Carefree) portion of The Boulders subdivision.

ARE YOU THE SAME LES PETERSON WHO PROVIDED DIRECT

TESTHVIONY IN THIS PROCEEDING ON SEPTEMBER 18, 2009?

A. Yes.

WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY?

My surrebuttal testimony further supports the Settlement Agreement referred to in

my direct testimony, and responds to certain aspects of the rebuttal testimony of

Black Mountain Sewer Corporation ("BMSC").

DESCRIBE THE EXHIBIT ATTACHED TO THIS

I

CAN YOU A

TESTIMONY?

Yes. Exhibit A is a map demonstrating point I discussed in my direct testimony,

which should have been included there. In my direct testimony, I described the

proximity of the Boulders Wastewater Plant to homes in the community (at page

4), and that the Company had communicated to me that current.. setback

requirements for the plant would be a minimum of 1,000 feet from adj cent homes

(at page 6). Exhibit A is a map of the Boulders, showing die location of the

Boulders Wastewater Plant in the center of the two circles, which represent 500

and 1,000 feet h'om the Plant.
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Q- HAVE YOU REVIEWED THE REBUTTAL TESTIMONY FILED BY

BMSC?

Yes. I have reviewed the rebuttal testimony tiled by Gregory S. Sorensen, and the

rate base, income statement and rate design testimony f iled by Thomas J.

Bourassa.

MR. BOURRASSA ESTIMATED THAT A SURCHARGE MQECHANHVI

COULD RESULT IN A RATE INCREASE OF APPROXIMATELY $15

PER CUSTOMER PER MONTH. DO YOU HAVE ANY RESPONSE TO

I
a
I

I

1

2

3 A.

4

5

6

7 Q-

8

9

10

11 A.

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

THAT?

Yes. For several reasons, I believe the estimate overstates the amount the

surcharge is likely to be. First, the calculation is based on the Company's

requested weighted average cost of capital of 12.4 percent. Staff and RUCO have

proposed significantly lower weighted average costs of capital in this proceeding

(Staff proposed 9.6 percent and RUCO proposed 7.43 percent). While I am not

taking any position on what cost of capital the Commission should adopt, I would

like to note that if the Commission adopts a different cost of capital than the

Company proposes, the computation of the surcharge could change substantially.

For example, estimating the surcharge based on Staffs middle of the pack cost of

capital proposal, the surcharge would be $12.12.

Second, the estimate is based on a customer count of 2,100, which is in the

range of the customer count at the end of the test year (2,l06). Staffs engineering

report indicates that by the end of the calendar year 2008, there were 2,130

customers, and Staff projected there will be approximately 2, 194 customers by the

end of 2010. By the time the surcharge is put into effect (about a year and a half

after the decision in this case), the customer count would likely be in the range of
!
!
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2,200. Using the Company's proposed cost of capital, but substituting a customer

count of 2,200, the surcharge estimate falls to $14.13. Using Staffs cost of

capital and a 2,200 customer count, the estimate would be $11.72.

Finally, I would like to point out that the estimate of the surcharge does not

include the impact of the sharing of the gain on the sale of the parcel of land on

which the Boulders Treatment Plant is located (along with the additional small

parcels the BHOA has agreed to contribute). While the lot is not likely to be sold

bY the time the surcharge would be put into effect, the Commission should not

overlook this valuable benefit of the Settlement Agreement to customers. The

Settlement Agreement provides that the gain on the sale of that lot would be

shared evenly between customers and the Company. In total, we believe, after

consultation with the Town of Carefree, the BMSC would be able to divide this

combined 1.1 acre parcel into at least two building lots. For comparison of the

recent approximate value of a building lot in the Boulders, the most recent sale of

an undeveloped building lot in the Boulders was in January of 2009, and the

transaction price was $350,000.

Q- DO YOU HAVE ANY OTHER COMMENTS IN RESPONSE TO THE

COMPANY'S TESTHVIONY?

iI

1
2
3
4
5
6
7
8

9:.
10.
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

Yes. Though there will be costs to close the Boulders Wastewater Plant pursuant

to the Settlement Agreement, those costs are much lower than they would be if

closure were delayed several years. If the Company does not secure capacity in

the Scottsdale Plant to treat the wastewater currently being treated at the Boulders

Wastewater Plant before the Company's contract with Scottsdale expires in 2016,

it won't have access to that capacity at the very favorable $6.00 per gallon rate

specified in the existing contract. Today's rates for similar capacity from other
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plants in the general area are more than three times the rate under the Company's

current agreement with Scottsdale. Thus, the best possible time to begin

shuttering the BoUlders Plant is now, while the Company has a very favorably-

priced alternative source of treatment available.

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

A. Yes.
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1. N )HTH COMMUNITY
z. PALO BEER I
3. VILLAS
4. DESERT RIDGE
5. THE RESERVE

s. El DESEO
1. PALO BHEA ll
a. ADOBES DE LA TIEHRA
9. ACACIA

10. sue GREEN ll

11. 5th GREEN I
12. 5111 GREEN II
13. GREYTHDRN I
14. GREYTHDRN ll
15. ALTURA

LB. PUEBLO EN us RDUAS
11. cLue VILLAS
18. BDULDER ESTATES
19. RUSS LYON REALTY
20. ENCIIANTRA

21. PUEBLO EN LAS ROCAS ll
zz .  IRONW OUD
23. CROSSING
24. CACHET HOMES
25. LA ULTIMA PIEDRA

i A T H E B o u L D E R S c .o M M u N I T v
Map provided courtesy of Russ Lyon Realty Company. For Boulders information: (480)488-2400
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MOUNTAIN SEWER
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DETERMINATION OF THE FAIR
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I. I

INTRODUCTION

PLEASE STATE YOUR NAME.

Brian Kincaid.

WHERE DO YOU LIVE?

HOW MANY RESIDENCES ARE LOCATED WITHIN THE CAREFREE

There a re  th i r ty - three residences located within the Carefree Estates

A. Yes, the Carefree Estates Homeowners Association (the "Association") is

WHAT IS YOUR RELATIONSHIP WITH THE ASSOCIATION?

1

2
1.

3

4 Q-

5 A.

6 Q.

7
A. I live in the development known as the Carefree Estates, formerly known as the

8
9 Carefree Inn Estates (the "Carefree Estates Development"), located within the Town of

10 Carefree (the "Town"), Arizona. My address is 7801 E. Carefree Dr, Carefree, Arizona

11 85377.
12

Q.
13
14 ESTATES DEVELOPMENT?

15 A.

16 Development.

17
0. IS THERE A HOMEOWNERS' ASSOCIATION RELATED TO THE

18
9 CAREFREE ESTATES DEVELOPMENT?

1

20

21 a homeowners' association created through a Declaration of Covenants, Conditions and

22 Restrictions and Grant of Easements recorded in 1978 (the "Declaration"). Each owner
23
4 of a residence located within the Carefree Estates Development is a member of the

2

25 Association.

26 Q.

27 A.

28

I  am a  member of  the Associa t ion by v i r tue of  my ownership of  a  res idence

PHOENIX \ ]74085.l \ 020'759.00l 1
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HOW LONG HAVE YOU HELD THE POSITION OF PRESIDENT OF THE

Since January 2009.

II. BACKGROUND

1 located within the Carefree Estates Development, and I am the President of the

2
Association.

3

4 Q»

5 ASSOCIATION?

6 A.

7

8

9 Q-

10 CORPORATION ("BLACK MOUNTAIN") AND THE ASSOCIATION?

11 A. Black Mountain considers the Association to be a "customer" of Black

12 I
Mountain. In fact, however, the Assoclation itself receives no sewer services from

WHAT IS THE RELATIONSHIP BETWEEN BLACK MOUNTAIN SEWER

Black Mountain. Instead, the residences of the Carefree Estates Development, i.e. the

IF THE RESIDENTS OF THE CAREFREE ESTATES DEVELOPMENT

I do not have an answer to that question.

WHO DOES BLACK MOUNTAIN BILL FOR THE SERVICES PROVIDED

TO THE THIRTY-THREE RESIDENCES

1

I

13

14

15 members of the Association, receive sewer services directly from Black Mountain.

16 Q.

17
ACTUALLY RECEIVE THE SEWER SERVICES FROM BLACK MOUNTAIN,

18
19 WHY IS THE ASSOCIATION CONSIDERED BLACK MOUNTAIN'S CUSTOMER

20 WHEN IT RECEIVES NO SERVICES FROM BLACK MOUNTAIN?

21 A.

22
Q.

23
24 OF THE CAREFREE ESTATES

25 DEVELOPMENT?

26 A. Black Mountain bills the Association, and the Association pays Black Mountain

27 directly for the sewer services provided to the thirty-three residents of the Carefree
28

I
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Ii
IS THE BILL RECEIVED BY THE ASSOCIATION FROM BLACK

The bill the Association receives from Black Mountain for its sewer services

HOW DOES THE ASSOCIATION HAVE THE MONEY TO PAY BLACK

I

1

1 Estates Development.

2 Q.

3
4 MOUNTAIN BROKEN OUT BY RESIDENCE?

5 A.

6 provided to the residences of the Carefree Estates Development charges the Association

7 for thirty-three units.
8

9 Q-

10 MOUNTAIN?

11 , A. The Association assesses its members for the amounts it pays to Black Mountain,

12 In other words, the thirty-three residents of the Carefree Estates Development pay for

3 the sewer services they receive from Black Mountain through assessments paid to the

15 Association.

16 Q.

17 OFFERED BY THE TOWN IN THIS MATTER?

CAN YOU EXPLAIN WHY YOUR DIRECT TESTIMONY IS BEING

Sure.
I
|

refund $833,367.00 to its customers related to hook-up fees charged to customers in the

18
19 A. In  the decis ion o f  the Ar izona Corporat ion Commission ( the

20 "Commission") in the previous rate proceeding of Black Mountain, Decision No. 69164

21 in Docket No. SW-02361A-05-0657, the Commission ordered Black Mountain to

22

23
24 past,

25 Association.

Black Mountain refunded $412.15 to each of its customers, including the

Because Black Mountain recognized the Association as only one

26 customer, and did not recognize the individual thirty-three residents within the Carefree

I
I

a
i

I
f

i

:
I

I

F

I
I

I
27 Estates Development as customers, Black Mountain only refunded the Association
28

PHOENIX \ 174085.1 \ 020759.001 3
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1 $412.l5. Not one of the residents of the Carefree Estates Development, however,

received a refund from Black Mountain even though Black Mountain serves the thirty-

three customers within the Carefree Estates.

2

3

4

5

6 the request of then President of the Association, Thomas Van Dyke, sought to compel

7 Black Mountain to issue refunds with respect to each residence of the Carefree Estates.

After Black Mountain refunded $412.15 to each of its customers, the Town, at

3 Black Mountain stipulated to make refunds to the thirty-three residents of Carefree

10 Estates as long as it could also assess its other customers to equalize the amount of the

11 refunds to each of Black Mountain's customers. A stipulation and proposed order

12 between the Town, Black Mountain, and the Residential Utility Consumer Office was

filed with Administrative Law Judge Dwight D. Nodes on December 7, 2007 (the
13

14

15

16 believe he had the authority to enter the proposed order stipulated to by the parties, and

"Stipulation"). The parties learned through informal means that Judge Nodes did not

I

1

I
l

i

17 that the Stipulation and proposed order should be filed with the Commission.

1 ; The Town then requested the parties to agree that the Stipulation and related

20 proposed order could be submitted to the Commission, but Black Mountain would no

21 longer agree to the Stipulation given its upcoming rate proceeding, i.e. this rate

22 proceeding, and instead suggested that the matter be raised in this proceeding.

3 Accordingly, it is my understanding that the Town has intervened in this matter,

25 in part, to assist the Association with respect to the refund issue. Through my testimony

26 contained herein, the Association simply requests that the Commission enter an order in

27 conformity with the Stipulation previously submitted to Judge Nodes in the prior rate

28
I

i

I

I

I

PHOENIX \ 174085.1 \ 020759.001 4



proceeding.

111. RELIEF SOUGHT/CONCLUSION

so, IN OTHER WORDS, ALL YOU ARE ASKING FOR IS THAT THE

1

2

3

4 Q-

5

6 NODES IN THE PRIOR RATE PROCEEDING?

COMMISSION ENTER THE ORDER PREVIOUSLY SUBMITTED TO JUDGE

Yes.
7

A.

8

9 Q.

10 THE STIPULATION AND PROPOSED ORDER SUBMITTED BY THE TOWN,

IS EXHIBIT 1 ATTACHED HERETO A TRUE AND CORRECT COPY OF

11 BLACK MOUNTAIN, AND RUCO?

12
A. Yes, which provides as follows:

13

14
I
I

15

16

17

18
1

+

19

On or about October 1, 2007, the Town filed with the
Arizona Corporation Commission (the "Commission") a
Combined MotioN for Clarif ication and Application for
Amendment of  Order Pursuant to A.R.S. $ 40-252 (the
"Mot ion") regarding the issue of  whether th irty-three
individuals owning real property within the Carefree Inn
Estates subdivision ("Carefree Inn Estates") were entitled to
receive a refund of hook-up fees from Black Mountain in
connection with Decision No. 69164 (Opinion and Order in
Docket No. SW-0236lA-05-0657) (the "Decision"). The
Decision concluded in part as follows:20

21

22

23

24

25

The record supports a finding that customers
should be refunded $833,367 for hook-up fees
that were used to purchase land and that have
not been expended. The refunds should be
distributed in the manner proposed by the
Company, on a per customer basis irrespective of
customer class. The rates granted in this Decision
should not go into effect until the refunds have
been distributed.26

27 Decision No.  69164
Mountain as follows:

at 42. The Decision ordered Black

28
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I

t



IT IS FURTHER ORDERED that the revised
schedules of rates and charges shall be effective
for all service rendered on and after December 1,
2006, subject to the requirement that Black
Mountain Sewer Corporation has mailed to each
customer prior to that date a refund check for the
hook-up fee funds, consistent with and in the
manner described hereinabove. The new rates
may not go into effect until the Company has
provided, to the satisfaction of the Director of the
Utilities Division, sufficient information to show
that the refunds have been issued in accordance
with the discussion set forth herein.

Decision No. 69164 at 40.
$412. 15 to 2,022 customers.

Black Mountain made refunds of

The Motion requested the Commission to clarify or
amend the Decision to provide dirt thirty-three additional
refunds were appropriate for parcels of real property located
within the Carefree Inn Estates subdivision, owners of which
had not individually received a refund of $4l2.l5, but have and
continue to receive sewer service from Black Mountain. Instead,
the Carefree Inn Estates Homeowners' Association received one
check in the sum of $412.15 on behalf of the thirty-three
individual parcels of real property located with the Carefree Inn
Estates because Black Mountains bills only the Homeowners
Association and view only the Homeowners Association as a
customer.

E
I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

Without admitting or conceding any position on the
relief requested by the Town, the Town, Black Mountain and
the Residential Utility Consumer Office ("RUCO") have agreed
that an appropriate and revenue neutral means of resolving the
issue would be for Black Mountain to (1) refund $405.73 with
respect to each of the thirty-three parcels of real property within
Carefree Inn Estates, (2) debit its other customers' accounts for
$6.62. The debit to the other customers' accounts allows Black
Mountain to make the thirty-three additional refunds without
paying more than originally ordered by the Commission (i.e.
$833,367.00 to 2,055 individuals instead of 2,022 individuals).
The parties hereto further stipulate that no finding that the
individual homeowners within Carefree Inn Estates are
"customers" of Black Mountain is being requested of or should

PHOENIX \ 174085.1 \ 020759.001 6
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be made by the Commission except for the limited purposes of
distribution of refunds as stipulated herein.

DO YOU HAVE ANY THING ELSE TO ADD?

Not at this time.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes.
.
II

I

|
I.

1

2
3 Q-

4 A.
5

6 Q.
7 A.

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23
24

25

26

27

28
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LAw OFFDCES
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PHOENIX, ARIZONA 15004-1015

TILUNONE 4102) 240.3500
rAcsmlL£ us) 14o»uuuu
(Al OAR FIRM no. oonaooo)

Thomas K .  C h c n a l  ( A Z  B a r  N o .  0 0 6 0 7 0 )

(tchcnal@mhplaw.com)
David W. Garbarino (AZ Bar. No. 022452)

(dgarbarino@mhplaw.com)
Attorneys  f or  the Town of Carefree

AZ Cut~."so cam.-;;'a$ Vu
DUChl;T LGFwHZUL

,>W.l

DEC -7 2007
BEFORE THE ARIZONA CORPORATION coMlvln TED my

l

2

3

4

5

6

7

8

9 No. SW-0236lA-05-0657

10 JOINT STIPULATION REGARDING
HOOK-UP FEE REFUND AND
CAREFREE ESTATES

12

13

IN THE MATTER OF THE
APPLICATION OP BLACK
MOUNTAIN SEWER
CORPORATION, AN ARIZONA
CORPORATION, FOR A
DETERMINATION OF THE FAIR
VALUE OF ITS UTILITY PLANT
AND PROPERTY AND FOR
INCREASES IN ITS RATES AND
CHARGES FOR UTILITY SERVICES
BASED THER EON,

14 I

15

16
On or about October 1, 2007, the Town filed with the Arizona Corporation

17 Commission (the "Commission") a Combined Motion for Clarification and Application

18 f o r  A m en d m en t  o f  O r d e r  P u r s u an t  t o A.R .S .  §  40~252  ( t he  " M ot ion" )  r egar d ing  t he i
r
I
I

19
issue of whether think~thu° ee individuals owning real property within the Carefree Inn

20

21
Estates subdivision ("Carefree Inn Estates") were entitled to receive a refund of hook~up

22 fees from Black Mountain in connection with Decision No. 69164 (Opinion and Order

l I

i
I

23 in Docket No. SW-0236]A~05-0657) (the "Decision"), The Decision concluded in pan

24
as follows:

25

Z6
The record supports a f inding that customers should be
refunded $833,367 for hook-up fees that were used to
purchase land and that have not been expended. The refunds
should be distributed in the manner proposed by the

28
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Company, on a per customer basis irrespective of customer
class. The rates granted in this Decision should not go into
effect until the refunds have been distributed.

i

3
I
I

§ !

E
I
t
E

IT IS FURTHER ORDERED that  the revised
schedules of rates and charges shall be effective for all
service rendered on and after December 1, 2006, subject to
the requirement that Black Mountain Sewer Corporation has
mailed to each customer prior to that date a refund check for
the hook-up fee funds, consistent with and in the manner
described hereinabove. The new rates may not go into effect
until the Company has provided, to the satisfaction of the
Director of the Utilities Division, sufficient information to
show that the refunds have been issued in accordance with the
discussion set forth herein.

i

The Motion requested the Commission to clarify or amend the Decision to

Instead, the Carefree Inn Estates Homeowners'

i1

i

1

2

3

4 Decision No. 69164 at 42. The Decision ordered Black Mountain as follows:

5

6

7

8

9

10

11

12

13 Decision No. 69164 at 40. Black Mountain made refunds of $412.15 to 2,022

14 customers.

15

16

17 provide that thirty-three additional refunds were appropriate for parcels of red property

18 located within the Carefree Inn Estates subdiv ision, owners of  which had not

19 individually received a refund of $412.l5, but have and continue to receive sewer

20
serv ice from Black Mountain.

21
Association received one check in the sum of $412.15 on behalf of the thirty-three

22

23 individual parcels of real property located with the Carefree Inn Estates because Black

24 Mountains bills only the Homeowners Association and view only the Homeowners

25
Association as a customer.

26

27

28 Town, the Town, Black Mountain and die Residential Uti l i ty Consumer Off ice

Widmout admitting or conceding any position on the relief requested by the

J

442271.2 \ dfsv02 \ 16701-D87 2



|
e

.-I

I
|

a a

I

2,022 individuals).

RESPECTFULLY SUBMITTED: December 6 . 2007.

MOHR, HACKETT, PEDERSON, BLAKLEY
& RANDOLPH, P.C.

By 1
fjmenal "

avid W, Garbarino
Suite 155
7047 East Greenway Parkway
Scottsdale, Arizona 85254
Attorneys for the Town of Carefree

,Jr

1 ("RUCO") have agreed that an appropriate and revenue neutral means of resolving the

2 . | .
issue would be for Black Mountain to ( I) refund $405.73 with respect to each of the

3
4 thirty-three parcels of real property within Carefree Inn Estates, (2) debit its other

5 customers' accounts for $6.62. Thc debit to the other customers' accounts allows Black

6 Mountain to make the thirty-three addit ional IeMds without paying more than

originally ordered by the Commission (1.e. $833,367.00 to 2,055 individuals instead of
8
9 The parties hereto further stipulate that no f inding that the

10 individual homeowners within Carefree lim Estates are "customers" of Black Mountain

11 is being requested of or should be made by the Commission except for the limited

12 I . O 1
purposes of distribution of refunds as stipulated herein.

13
The order attached hereto as Exhibit A reflects the stipulated position of the

14

15 Town, Black Mountain and RUCO. Commission Staff has taken no position on this

16 issue.

17

18

19

20

21

22

23

24

25

26 ///

27

28

///
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MORE CRAIG, P.C.
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i
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I

1

pro
»  Black

3003 North Central Avenue,
Suite 2600
Phoenix, AZ 85012
jshapiro@fc1aw.com
Attorneys for Black Mountain Sewer
Company

I

2

3

4

5

6

7

8

9

10

RESIDENTIAL UTILITY CONSUMER OFFICE

12
9994

13

14

By _
Daniel . Pozetsky /
1110 West Washington(yStreet
Suite 220
Phoenix, AZ 85007
Attorney for Residential Utility Consumer
Otticc

15

16
ORIGINAL and 13 COPIES
of the foregoing tiled December
2007 with:

' I 9

17

18 +

I

19

21

23

Arizona Corporation Commission
Docket Control
1200 Washington Street
Phoenix, AZ 5007

20 COPIES of the foregoing hand-delivered
December 7  , 20 7 to:

The Honorable Dwi let D. Nodes
22 Administrative Law edge

Hearing Division
Arizona Corporation Commission
1200 Washington Street

24 Phoenix, AZ 5007

25 Keith Layton
Staff Counsel
Legal Division
Arizona Corporation Commission

27 1200 Washington Street
Phoenix, AZ 5007

26

28

I
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BrianBozzo
Utilities Division

2 Arizona Corporation Commission
1200 W. Washing%ton St.

3 Phoenix, AZ 850 7

4 COPIES of the forc§oing mailed
5 December __Z_, 200 to:

6

7

8

9

I

Boulders Homeowners Association
Marilyn H. Courier, Secretary
P.O. Box 2956
Carefree, AZ 85377
M.M. Shirtzinger
34773 N. Indian Camp Trail
Scottsdale, AZ 85262

10

11

12

13

14

15

16

17

18

19

21

22

23

24

25

26

27

28
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1
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2

3

4

5

6

7

8

9

10

12

13

14

15

16

17

18

19

20

21

22

23

24

25
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BEFORE THE ARIZONA CORPORATION COMMISSION
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1

2

3 MIKE GLEASON
Chainman

4 JEFF I-IATCH~MILLER
Commissioner

5 WILLIAM A. MUNDELL
Commissioner

KRISTIN K. MAYES
7 Commissioner

GARY PIERCE
8 Commissioner

9
No. SW-0236 lA-05-0657

10

12

JOINT STIPULATION REGARDING
HOOK-UP FEE REFUND AND
CAREFREE ESTATES

13

14

IN THE MATTER OF THE
APPLICATION OF BLACK
MOUNTAIN SEWER
CORPORATION, AN ARIZONA
CORPORATION, FOR A
DETERMINATION OF THE FAIR
VALUE OF ITS UTILITY PLANT
AND PROPERTY AND FOR
INCREASES IN ITS RATES AND
CHARGES FOR UTILITY SERVICES
BASED THEREON.

15
I

16 BY THE COMIVHSSION:

17 On September 16, 2005, Black Mountain Sewer Corporation ("Black Mountain")

18
tiled an application with the Arizona Corporation Commission (the "Commission") for

19
I
I

20
a rate increase.

21 In Decision No. 69164 (December 5, 2006) (the "Decision") arising from the rate

22 proceeding, the Commission concluded as follows:

23

24

25

26

27

The record supports a f inding that customers should be
refunded $833,367 for hook-up fees that were used to
purchase land and that have not been expended. The refunds
should be distr ibuted in the manner proposed by the
Company, 011 a per customer basis irrespective of customer
class. The rates granted in this Decision should not go into
effect until the refunds have been distributed.
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1 Decision No. 69164 at 40. The Decision ordered Black Mountain as follows :

I

I
g
4

r

I T  I S FURTHER ORDERED that the revised
schedules of rates and charges shall be effective for all
service rendered on and after December l, 2006, subject to
the requirement that Black Mountain Sewer Corporation has
mailed to each customer prior to that date a refund check for
the hook~Up fee funds, consistent with and in the manner
described hereinabove. The new rates may not go into effect
until the Company has provided, to the satisfaction of the
Director of the Utilities Division, sufficient information to
show that the refunds have been issued in accordance with the
discussion set forthherein.

2

3

4

5

6

7

8

9

10 Decision No. 69164 at 42. Black Mountain made refunds of $412,15 to 2,022

11 customers, including a single check in the sum of $412.15 to the Carefree Inn Estates

12 Homeowners' Association, but no refunds to the thirty~three individual real property

3 owners within Carefree he Estates.

15 The Town of Carefree (the "Town"), an intervening party, filed a Combined

to Motion for Clarification and Application for Amendment of Order Pursuant to A.R.S. §

17 40-252 (the "Motion"), that requested the Commission to clarify or amend the Decision

12 to address the issue of refunds for the thirty-three parcels of real property within the

20 Carefree ma Estates subdivision that receive sewer services from Black Mountain, but

i
1

I
i

I
I
I

I

I

To resolve the issue raised by the Motion, the Town, Black Mountain, the

Residential Utility Consumer Office, stipulated as follows:

Black Mountain will refund $405.73 for each of the thirty-three parcels of1.

!
l

1 ,

21 owners of which did not receive a refund.

22

23

24

25

26 real property located within Carefree Inn Estates, and

27

28
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Black Mountain will debit Black Mountains' other customers' accounts

IT IS FURTHER ORDERED that Black Mountain Sewer Corporation shall debit

IT IS FURTHER ORDERED that in all other respects, Decision No. 69164 shall

Dated this day of , 2007.

DWIGHT D. NODES
ASSISTANT CHIEF ADMINISTRATIVE LAW JUDGE

I
i

l

2 $6.62.
3
4 Commission Staff has taken no position on this matter.

5 IT IS THEREFORE ORDERED that Black Mountain Sewer Corporation shall

6 refund $405.73 for each of die thirty-three parcels of real property located wiMp

1 Carefree Inn Estates.
8

9

10 each of its customer's accounts $6.62.

12 b .
remain in full force and effect.

13
14 IT IS FURTHER ORDERED that the Administrative Law Judge may rescind,

15 alter, amend, or waive any portion of this Procedural Order either by subsequent

16 Procedural Order.

17

18

19

20

21
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23
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Thomas K. Cheval
David W. Garbarino
Suite 155
7047 East Greenway Parkway
Scottsdale, An'zona 85254
Attorneys for the Town of Carefree Mountain Sewer

Jay Shapiro
Patrick J. Black
3003 North Central Avenue,
Suite 2600
Phoenix, AZ 85012
Attorneys for Black
Company

Daniel W. Pozefsky
l 110 West Washington Street
Suite 220
Phoenix, AZ 85007
Attorney for Residential Utility Consumer
Office

Bran Bozzo
uziuues Division
Arizona Corporation Commission

Washing%ton St.
AZ 850 7

1200 w,
Phoenix,

Keith Layton
Staff Counsel
Legal Division
Arizona Corporation Commission
1200 Washington Street
Phoenix, AZ 5007

Boulders Homeowners Association
Marilyn H. Courier, Secretary
P.O. Box 2956
Carefree, AZ 85377

m.m. Shirtzinger
34773 n. Indian Camp Trail
Scottsdale, AZ 85262
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INDUSTRY TIMELINESS: 72 (of 98)
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RELATIVE STRENGTH (Ratio of Industry to Value Line Comp.)

600

500

400

300

200

100
2003 2004 2008 20092005 2006 2007

Index: June, 1967 = 100

Composite Statistics: Water Utility Industry

2005 2005 2007 2008 2009 2010 12-14
1258.9

1482

3454.1

d5.B

3702.5

d153.0

3913.8

352.7

4180

425

4475

485

Revenues ($mill)

Net Profit ($milI)

5425

625

40.5%

1.1%

NMF

NMF

NMF

NMF

37.0%

6.5%

38.0%

8.0%

39.0%

10.0%

Income Tax Rate

AFUDC "A to Net Profit

40.0%

15.0%

50.4%

4 9 5 %

54.0%

45.9%

51.0%

49.0%

525%

47.4%

54. 0%

46.0%

52.5%

47.5%

Long-TermDebt Rat io

Common Equity Rat io

50.0%

50.0%

3053.8

4200.7

6.3%

12113.9

133083

1.6%

12985.9

14315.2

2 %

12e29.1

15356.1

4.3%

13600

16180

5.0%

14125

16950

5.0%

Total Capital ($mill)

Net Plant ($mlll)

Return on Total Cap'l

16250

19375

6.0%

9.8%

9.8%

NMF

NMF

NMF

NMF

5.9%

5.9%

7.0%

7.0%

1.0%

7.0%

Return on Shr. Equity

Return on Com Equity

7.5%

7.5%

3.7%

82%

NMF

NMF

NMF

NMF

2 8 %

51%

3.0%

65%

3.5%

62%

Retained to Com Et

NI Div 'ds to Net Prof

4.5%

60%

29.4

1.57

i i  ' f a

NMF

NMF

2.0%

NMF
NMF
2.3%

Bold E
Val
esp

runes are
, Line
rares

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

22.0

1.45

2.5%

A

W '

There has not been much change in the Water
Utility Industry since our last review in July.
Providers continued to reap the benefits of an
increasingly favorable regulatory backing, with
most in the group posting solid top- and bottom-
line growth in the second quarter (September
results were not out as of the date this issue was
published).

However, the industry has fallen well into the
bottom halfof our Survey forTimeliness, as share-
price gains paled in comparison to those enjoyed
by the seemingly revitalized broader market. We
suspect that water utility stocks will continue to
lose some of their shine in the months ahead for
similar reasons, as hopes of economic stability
prompt many to look outside this relative safe-
haven in hopes of securing wider gains. Making
matter worse, earnings growth is likely to slow in
the second half of the year and remain weak
thereafter, due to tougher comparisons and bur-
geoning operating costs.

Longer-term growth prospects are not much
better either. Despite the brighter regulatory
landscape, infrastructure costs are expected to
continue ramping up due to aging water systems,
geographic expansion, and increasingly stringent
EPA regulations. These, along with the subsequent
financing expenses, will offset most of the afore-
mentioned help, and thus limit appreciation po-
tential going forward. As a result, most of the
stocks in this segment offer minimal 3-to 5-year
appeal.

O ctob er  23 ,  2009

B r i g h t  D e m a n d  P i c t u r e

These ut i l i t ies  have the ul t imate job secur i t y .  Water is
a  n e c e s s i t y ,  a  f a c t  t h a t  c a n n o t  b e  c h a n ge d  n o  m a t t e r
w h a t .  R e c o gn i z i n g  t h a t  a  c o m m u n i t y ' s  w e l l  b e i n g  i s
c losely  t ied to  a prov iders  heal th ,  many  s tate regulatory
bod ies  t ha t  were  onc e  an t agon i s t s ,  hav e  c hanged t he i r
t u n e  a n d  t a k e n  o n  a  m o r e  b u s i n e s s  a p p r o a c h .  T h e s e
au t hor i t i es ,  wh i c h  were  pu t  i n  p l ac e  t o  he l p  ma in t a i n  a
ba lance of  power  between cus tomers  and prov iders  and
to ensure fa i r  bus iness  prac t ices ,  are now handing down
m ore  f av o rab l e  ru l i ngs .  Res pons i b l e  f o r  rev i ew i ng and
ru l ing on genera l  ra te  reques ts  made by  ut i l i t i es  t o  he lp
r e c o v e r  c o s t s ,  t h e y  h o l d  t r e m e n d o u s  p o w e r  a n d  c a n
potent ia l l y  mak e or  break  a  c ompany .  The rec ent  about
f ac e  i n  demeanor  c rea t es  a  f a r  more  f av orab le  c l imat e

WATER UTILITY INDUSTRY

and augurs well for providers.

A l a r m i n g  C os t s

That  s a i d ,  t he  wa t e r  u t i l i t y  i ndus t ry  has  s ome i s s ues
t o  c o n t e n d  w i t h .  I n f r a s t r u c t u r e s  a r e  ge t t i n g o l d e r  a n d
bec oming i nadequat e  i n  many  c as es .  S ome wi l l  requ i re
h e a v y  i n v e s t m e n t  i n  o r d e r  t o  m a k e  t h e  n e c e s s a r y  r e -
p a i r s ,  w h i l e  E P A  s t a n d a r d s  g e t  t o u g h e r  d u e  t o  t h e
p o t e n t i a l  t h r e a t  o f  b i o t e r r o r i s m .  I n  a l l ,  i n f r a s t r u c t u r e
cos ts  are es t imated to amount  to hundreds  of  mi l l ions  of
do l l a rs  ov er  t he nex t  dec ade.  Unfor t unate l y ,  mos t  oper -
a t i ng in  t h i s  space are  laden wi t h  debt  and s t rapped f or
c as h .  T hey  w i l l  be  f o r c ed  t o  s eek  ou t s i de  f i nanc i ng i n
o r d e r  t o  m e e t  t h e  g r o w i n g  c a p i t a l  o u t l a y s ,  w i t h  t h e
h i gh e r  i n t e r e s t  r a t e  c o s t s  a n d  g r e a t e r  s h a r e  c o u n t s
thwart ing shareholder  returns .  Note,  however ,  t hat ,  as  a
resul t  o f  t he indus t ry 's  capi ta l  in tens ive nature,  consol i -
dat ion is  white hot .  Th4»3'se with the f lex ibi l i ty  to meet  i ts
commi tments  have ample oppor tuni t y  t o  make deals  aha
grow the i r  c us tomer  bas e.

C on c l u s i on

T h i s  i ndus t r y  i s  a  good  p l ac e  f o r  c au t i ous  i nv es t o r s
l o o k i n g  t o  p a r k  t h e m s e l v e s  u n t i l  a  s u s t a i n e d  m a r k e t
recovery  i s  ev ident .  Water  u t i l i t y  s tocks  are h is tor i ca l l y
m o r e  r e c e s s i o n  p r o o f  t h a n  t h e  b r o a d e r  m a r k e t ,  w i t h
t h e i r  s t e a d y  d i v i d e n d  g r o w t h  r e d u c i n g  t u r b u l e n c e  i n
s hare  pr i c e  and padd ing re turns .  Howev er ,  t hos e wi t h  a
penc han t  f o r  growt h  w i l l  p robab l y  wan t  t o  t ak e  a  pas s ,
opt ing f or  an area wi t h  more ups ide.  There are a  couple
of  issues  here that  s tand out  for 3- to 5-year apprec iat ion
po t en t i a l ,  nam e l y A qua  A m er i c a  and  S ou t hwes t  Wa t e r
Company ,  bu t t he lat ter 's  Below Average (4)  Safety  rank
a n d  p o o r  F i n a n c i a l  S t r e n g t h  r a t i n g  m a y  e v o k e  s o m e
a p p r e h e n s i o n .  M e a n w h i l e ,  A q u a ' s  d e p e n d e n c e  o n  a n
aggress ive acquis i t i on t endency  to  dr i ve ga ins  may  wel l
need to  be tempered i f  f i nances  cont inue to  deter iorate .
A m er i c an Water Works i s  another  i n t eres t ing opt ion.  but
i t s  shor t  t rad ing h is tory  and lack  o f  per formance ind ica-
tors  should scare of f  mos t .  As  a lways ,  we adv ise potent
r ia l  inves tors  to read the indiv idual  reports  of  each s tock
be f o re  mak ing a  f i nanc ia l  c ommi t ment .

r J EXHIBIT

Andre J Costanza
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Direct Testimony of Rodney L. Moore
Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609

1 INTRODUCTION

2

3 I

4

5

Please state your name, position, employer and address.

My name is Rodney L. Moore. am a Public Utilities Analyst V with the

Residential Utility Consumer Office ("RUCO"), located at 1110 West

Washington Street, Suite 220, Phoenix, Arizona 85007.

6

7

8

9

10

11

Please state your educational background and qualifications in the utility

regulation field.

Appendix 1, which is attached to this testimony, describes my educational

background and includes a list of the rate case and regulatory matters in

which l have participated.

12

13

14

15

16

17

18

Please state the purpose of your testimony.

The purpose of my testimony is to present RUCO's recommendations

regarding Black Mountain Sewer Corporation's ("BMSC" or "Company")

application for an increase in its wastewater rates. The test year utilized

by the Company in connection with the preparation of this application is

the 12-month period that ended June 30, 2008 ("Test Year").

19

20

21

22

23

2

A.

A.

A.

Q.

Q.

Q.

l l



Direct Testimony of Rodney L. Moore
Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609

1 BACKGROUND

2

3

4

5

6

7

8

Please describe your work effort on this project.

I obtained and reviewed data and performed analytical procedures

necessary to understand the Company's filing as it relates to the rate

base, operating income and revenue requirements. My recommendations

are based on these analyses. Procedures performed include the in-house

formulation and analysis of two sets of data requests, and the review and

analysis of Company responses to Commission Staff data requests and

other interveners.g

10

11

12

13

When were the Company's present rates and charges established?

The Company's present rates and charges were established by the

Commission in Decision No. 69164, dated December 5, 2006.

14

15

16

17

18

What areas will you address in your testimony?

I will address issues related to revenue requirement, rate base, operating

income and rate design. RUCO's witness William A. Rigsby will provide

an analysis of the cost of capital as presented on Schedule RLM-15.

19

20

21

Please identify the exhibits you are sponsoring.

I am sponsoring a separate set of Schedules numbered RLM-1 through

RLM-16.22

23

A.

Q.

A.

Q.

A.

Q.

A.

Q.

3



Direct Testimony of Rodney L. Moore
Black Mountain Sewer Corporation
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1 SUMMARY OF ADJUSTMENTS

2 Please summarize the adjustments to rate base, operating income and

3

4

revenue requirement addressed in your testimony.

My testimony addresses the following issues:

5 Rate Base

6 Gross Plant-In-Service and Accumulated Depreciation Th i s  i s  a

7 conforming adjustment to reflect the Company's responses to Staff data

8

9

requests.

Advances In Aid Of Construction ("AIAC") - This also is a conforming

10 adjustment to reflect the Company's responses to Staff data requests.

11 Operating Income

12

13

14

15

16

Test Year Depreciation Expense - This adjustment increases test year

operating expenses to reflect computations based on RUCO's

recommended gross plant-in-sewice.

Propertv Tax Expense - This adjustment reflects property tax expense

based on RUCO's calculation of adjusted and proposed operating

17 revenues.

18 Citv of Scottsdale Wastewater Treatment ExDense - This adjustment

19 corrects a Company calculation error by inserting the appropriate rate into

20 the formula.

21

22

23

A.

Q.

4
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1 Unnecessary and/or Non-Recurring Operating ExDenses - These

2

3

4

5

6

7

8

9

adjustments remove unnecessary operating expenses not required for the

provisioning of wastewater service and/or remove test year expenses

deemed atypical and non-recurring.

Normalization of Rent Expense -This is a conforming adjustment to

increase rent expense based on the Company's response to Staff data

request "MEM 1.55".

Normalization of Taxes Other Than Income .... This is a conforming

adjustment to decrease taxes other than income based on the Company's

10

11

12

response to Staff data request "MEM 1.58".

Income Tax Expense - This adjustment reflects income tax expenses

calculated on RUCO's recommended revenues and expenses.

13 Rate Design and Proof of Recommended Revenue

14

15

16

I am recommending a rate design that is generally consistent with the

Company's present rate design, but reflects RUCO's recommended

revenue requirement and provides proof that the design will produce the

17 appropriate revenue requirement.

18

19

20

21

22

23

5
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1 REVENUE REQUIREMENTS

2

3

4

5

Please summarize the results of RUCO's analysis of the Company's filing

and state RUCO's recommended revenue requirement.

As outl ined in Schedule RLM-1, RUCO is recommending that the

Company's revenue requirement not exceed the following levels:

BMSC6 RUCO DIFFERENCE

7 $2,493,933 $2,069,774 ($424,159)

8

9

10

11

RUCO's recommended increase in Fair Value Rate Base ("FVRB") is

based on the Company's Original Cost Rate Base ("OCRB") and is

summarized on Schedule RLM-1 :

12 BMSC RUCO DIFFERENCE

13 $3,723,245 $3,745,364 $22,119

14

15 RUCO's recommended required operating income is shown on Schedule

16 RLM-1 as:

17 BMSC RUCO DIFFERENCE

18 $476,575 $278,281 ($198,294)

19

20

21

22

23

A.

Q.
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1 RUCO's recommended revenue requirement percentage increase versus

2

3

the Company's proposal is as follows:

BMSC RUCO DIFFERENCE

4 57.83 % 30.98 % -26.85 %

5

6

7

Schedule RLM-1 presents the calculation of RUCO's recommended

revenue requirement.

8

9 RATE BASE

10

11

Rate Base Adiustment Summary

Is RUCO recommending any changes to the Company's proposed rate

12 base?

13 Yes. My adjustments to rate base are exhibited on Schedule RLM-3,

14

15

columns A through G. Based on my analysis I made two adjustments to

the rate base as filed by the Company.

16

17 Does RUCO accept BMSC's request to use the Company's OCRB as the

18 FVRB?

19

20

Yes. RUCO accepts the Company's request that the OCRB be used as

the fair value rate base ("FVRB").

21

22

23

Please describe your rate base adjustments.

My review, analysis and adjustments are explained below.

A.

Q.

Q.

A.

A.

Q.

7
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1 Rate Base Adjustment No. 1 - Gross Plant-In-Service and Accumulated

2 Depreciation

3

4

5

6

7

8

9

10

Please explain the basis for your adjustment to the gross plant-in-service

and the accumulated depreciation.

My plant-in-service analysis from the prior rate case to the end of the Test

Year mirrored the Company's filing, however, the Company acknowledged

in its responses to Staff data requeststH 2.4, DH 2.5, DH 2.7 and DH

2.17 there were plant additions and retirements omitted from the original

filing. RUCO reviewed BMSC's responses and made several appropriate

adjustments.

11

12

13

Please explain your adjustments to gross plant-in-service and

accumulated depreciation.

14

15

16

17

18

First, the Company had failed to record the replacement of a sewer lift

station. This lift station was constructed under a line extension agreement

("LXA") and financed by advances in aid of construction ("AlAC").

Because the Company was unable to provide documentat ion to

substantiate the actual costs l recorded the estimated values provided by

19 BMSC. The estimated value recorded was $276,985.

20

21

22 sewer lift station.

23

Second, the Company had failed to record the retirement of the replaced

Because the Company was unable to provide

documentation to substantiate the original costs l recorded the values

A.

A.

Q.

Q.

8
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1

2

calculated by BMSC using the Handy Whitman index for structures. The

calculated retirement value recorded was ($13,208).

3

4

5

6

Third, the Company had failed to record the transfer of an odor control unit

from Litchfield Park Sewer Company ("LPSCO"), an affiliated Company.

The value transferred from LPSCO to BMSC was $38,625.

7

8 Next, I calculated the associated accumulated depreciation for

9

10

replacement/retirement of the sewer l i ft station using authorized

depreciation rates and the half-year convention. The accumulated

11

12

13

depreciation recorded for the replacement of the lift station was $4,392

and ($13,208) for the retired lift station, amounting to a total decrease of

$8,816.

14

15

16

17

Finally, the associated accumulated depreciation for the transferred odor

control unit was obtained through the Company's response to RUCO data

request 2.01 in the amount of $11 ,148.

18

19

20

21

Please explain the total effect of your Adjustment No. 1 on the rate base.

As shown on Schedule RLM-3, column (B), and with supporting Schedule

RLM-4, these adjustments increase adjusted test year rate base by

22 $299,104.

23

A.

Q.

9
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1 Rate Base Adjustment No. 2 - Advances In Aid Of Construction ("AIAC")

2

3

4

5

6

Please explain the basis for your adjustment to AIAC.

This is a companion adjustment to the sewer lift station replacement

discussed above. Since a developer paid for all the costs associated with

the installation of the new lift station, these costs were appropriately

recorded in the AlAC account, but were not reflected in the Company's

7 application.

8

9

10

As shown on Schedule RLM-3, column (C), this adjustment decreased

adjusted test year rate base by $276,985.

11

to OPERATING INCOME

13

to

Operating Income Adjustment Summary

Is RUC() recommending any changes to the Company's proposed

15

16

17

operating expenses?

Yes. Based on my analysis of the Company's adjustments to its historical

test year operating income, I have made nine adjustments to the

18 The adjustments are

19

Company-proposed level of operating income.

exhibited on Schedule RLM-7, columns A through K.

20

21

22

23

A.

A.

Q.

Q.

10
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1

2

3

4

5

Operating Income Adiustment No. 1 - Test Year Depreciation Expense

Please explain your adjustment to the test year depreciation expense.

As shown on Schedule RLM-8, adjustment No. 1 reflects RUCO's end of

test year gross plant-in-sewice and calculates the depreciation expense

based on depreciation rates proposed by the Company and accepted by

6 RUCO.

7

8

9

10

As shown on Schedule RLM-7, column (B), with supporting documentation

on Schedule RLM-8, this adjustment increased the adjusted test year

operating expenses by $10,715.

11

12

13

Operating Income Adjustment No. 2 - Propertv Tax Computation

Did RUCO use the same methodology used by BMSC to calculate

14

15

property tax expenses?

Yes.

16

17 Did RUCO make an adjustment to the Company-proposed level of

18

19

20

property tax expense?

Yes. RUCO made adjustments to the property tax expense based on its

calculation of adjusted and proposed operating revenues.

21

22

23

A.

A.

A.

Q.

Q.

Q.

11
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1

2

3

As shown on Schedule RLM-7, column (C), with supporting

documentation on Schedule RLM-9 this adjustment decreased the

adjusted test year operating expenses by $2,203.

4

5 City of Scottsdale

6

ODerating Income Adjustments Nos. 3 8 4

Wastewater Treatment Expense

7

8

9

10

11

Please explain your adjustment to the test year revenue.

This adjustment recalculated the Company's expected charges from the

City of Scottsdale for the treatment of BMSC wastewater to accurately

reflect the new rate schedule ($2.53 per thousand gallons). The Company

had used an incorrect rate ($2.59 per thousand gallons) when computing

12 this expense.

13

14

15

16

First, I made an adjustment to reflect RUCO's recalculation of the test year

charges from the City of Scottsdale for treatment of the test year

wastewater gallons.

17

18 As shown on Schedule RLM-10 this adjustment decreased the adjusted

19 test year operating revenues by $7,528.

20

21

22

23

Secondly, I made an adjustment to reflect RUCO's recalculation of the

charges expected from the City of Scottsdale for treatment of the

additional annualized wastewater gallons on a going-forward basis.

A.

Q.

12
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1

2

RUCO's computation used the correct rate of a $2.53 base plus the

environmental surcharge and city sales tax to determine the proper level

3 of this expense.

4

5 As shown on Schedule RLM-11 this adjustment decreased adjusted test

6 year expenses by $24.

7

8

9

10

Therefore, in total and as shown on Schedule RLM-7, column (D), with

supporting documentation on Schedules RLM-11 and RLM-12, this

adjustment decreased test year expenses by $7,551 .

11

12

13

14

Operating Income Adjustment No. 5 - Unnecessary and/or Non-Recurring

Please explain your adjustments based on information obtained from the

Company's response to Staff data requests MEM 1.46 and MEM 1.55.

15

16 A

17

18

19

20

After an analysis of the Company's responses to Staff data requests MEM

1.46 and MEM 1.55, I determined there were test year expenditures not

required for the provision of wastewater service or were abnormal and

atypical for considerations as a reasonable recurring test year expense.

Therefore, I disallowed their inclusion as acceptable test year operating

21 expenses.

22

23

Q.
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1

2

My adjustment removed unnecessary expenditures for charitable

donations and bottled water. I also removed costs associated with an

3

4

easement boundary dispute and costs to clean up a sewer spill, which are

incidents that are unlikely to occur on a regular basis.

5

6

7

As shown on Schedule RLM-7, column (E), with supporting documentation

on Schedule RLM-12, this adjustment decreased test year expenses by

8 $834.

9

10

11

12

13

Operating Income Adjustment No. 6 - Normalization of Rent Expense

Please explain your adjustment to the test year rent expense.

This is a conforming adjustment to reflect the Company's response to

Staff data request MEM 1.55. The adjustment addresses an incorrect

14

15

16

17

18

charge for annual rent for the operations office in Carefree. The instant

filing inadvertently included only six months rent. Thus an additional six

months rent was allowed for inclusion as a fair, reasonable and recurring

test year expense. My adjustment normalized the level of rent expense

that will be incurred by the Company on a going-forward basis.

19

20

21

As shown on Schedule RLM-7, column (F), this adjustment increased the

adjusted test year expenses by $3,072 X 6 = $18,432.

22

23

A.

Q.

14
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1 Operating Income Adjustment No. 7 - Normalization of Taxes Other Than

2 Income

3 Please explain your adjustment to test year taxes other than income

4

5

6

expense.

This is a conforming adjustment to reflect the Company's response to

Staff data request MEM 1.58. This adjustment reflects an over accrual of

7 $1,780 related to fees assessed in 2006 and corrected in 2007. RUCO

8

9

agreed with the Company that this expense should be $0 and excluded

from test year operating expenses.

10

11

12

As shown on Schedule RLM-7, column (G), this adjustment increased the

adjusted test year expenses by $1 ,780.

13

14

15

Operatinq Income Adjustment No. 8 - Normal ization of Chemical

Expenses

16

t7

18

19

20

21

22

Please explain your adjustment to normalize chemical expenses.

This is a conforming adjustment to reflect the Company's response to

RUCO data request 2.03. The adjustment recalculated the test year level

of chemical expenses to include the sale tax omitted in the Company's

original filing. RUCO also made an additional adjustment to reflect the

known and measurable post test year increase in the "cost per gallon"

charge identified by the Company in the response.

23

A.

Q.

A.

Q.

15
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1

2

As shown on Schedule RLM-7, column (H), with supporting

documentation on Schedule RLM-13, this adjustment increased the

3 adjusted test year expenses by $3,185.

4

5

6

7

RUCO Operating Income Adjustment No. 9 - Income Taxes

Please explain RUCO's adjustment to the income tax expenses.

This adjustment reflects income tax expenses calculated on RUCO's

8 recommended revenues and expenses.

9

10 Does RUCO's recommended level of income tax expense reflect an

11 interest deduction using a synchronized interest calculation?

12 Yes.

13

14

15

As shown on Schedules RLM-7, column (K) and supporting Schedule

RLM-14, this adjustment decreased the adjusted test year expenses by

16 $81,261.

17

18 COST OF CAPITAL

19

20

Has RUCO conducted a cost of capital analysis for BMSC?

Yes. RUCO witness William A. Rigsby has filed testimony on the cost of

21 capital issues associated with the case. His recommended capital

22 structure and weighted average cost of capital is exhibited on Schedule

23 RLM-15.

A.

A.

A.

Q.

Q.

Q.

16
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1 RATE DESIGN AND PROOF OF RECOMMENDED REVENUE

2

3

Have you prepared a Schedule presenting your recommended rate

designs?

4

5

Yes, as shown on Schedule RLM-16, I am recommending a rate design

that is consistent with RUCO's recommended revenue allocations and

6 requirement.

7

8

9

Please describe your recommended rate designs for the Company's

wastewater operation.

10

11

RUC() recommends a $58.88 flat rate residential monthly charge, which is

a $13.24 or 29 percent increase over the present rate of $45.64.

12

13

14

RUCO also recommends a $023608 per gallon per day commodity usage

rate for commercial customers, which is a $0.0531 or 29 percent increase

15 over the present rate of $0.18298.

16

17

18

The rate design provides for a 23 percent increase equally across the

residential and standard commercial classes of service, which is a

19 decrease of 33 percent over the Company's requested 56 percent

20 increase.

21

22

23

A.

A.

Q.

Q.

17
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1 Have you prepared a Schedule presenting proof of your recommended

2 revenue?

3 Yes, I have. Proof that my recommended rate designs will produce the

4 recommended required revenue as illustrated, is presented also on

5 Schedule RLM-16.

6

7 Does this conclude your direct testimony?

8 Yes, it does.

A.

Q.

A.

Q.

18





APPENDIX 1

Qualifications of Rodney Lane Moore

EDUCATION: Athabasca University
Bachelor's Degree in Business Administration 1993

EXPERIENCE: Public Utilities Analyst V
Residential Utility Consumer Office
Phoenix, Arizona 85007
May 2001 - Present

My duties include review and analysis of financial records and other
documents of regulated utilities for accuracy, completeness, and
reasonableness. I am also responsible for the preparation of work
papers and Schedules resulting in testimony and/or reports
regarding utility applications for increase in rates, financings, and
other matters. Extensive use of Microsoft Excel and Word,
spreadsheet modeling and financial statement analysis.

Auditor
Arizona Corporation Commission
Phoenix, Arizona 85007
October 1999 - May 2001

My duties include review and analysis of financial records and other
documents of regulated utilities for accuracy, completeness, and
reasonableness. I am also responsible for the preparation of work
papers and Schedules resulting in testimony and/or reports
regarding utility applications for increase in rates, financings, and
other matters. Extensive use of Microsoft Excel and Word,
spreadsheet modeling and financial statement analysis.

RESUME OF RATE CASE AND REGULATORY PARTICIPATION

Utility Company Docket No.

Rio Verde Utilities, Inc WS-02156A-00-0321

Black Mountain Gas Company G-03703A-01-0283

W-02025A-01-0559Green Valley Water Company

New River Utility Company W-01737A-01-0662



Utility Company Docket No.

W-01917A_01-0_51Dragoon Water Company

Roosevelt Lake Resort, Inc. W-01958A-02-0283

G-01551A-02_0425Southwest Gas Company

Arizona-American Water Company W-01303A-02-0867 et al.

WS-02676A-03-0434

T-01051B-03-0454

W-02113A-04-0616

G-01551A-04-0876

W-01303A-05-0405

Rio Rico Utilities, Inc.

Qwest Corporation

Chaparral City Water Company

Southwest Gas Company

Arizona-American Water Company

Far West Water and Sewer Company WS-03478A-05-0801

SW-02519A-06-0015Gold Canyon Sewer Company

Arizona-American Water Company WS-01303A-06-0403

G-04204A-06-0463 et al.

E-04204A-06-0783

UNS Gas, Inc.

UNS Electric, Inc.

Tucson Electric Power Company E-01933A-07-0402

G-01551A-07-0504Southwest Gas Company

Arizona-American Water Company W-01303A-08-0227 et al.

Arizona Water Company W-01445A_08-0440

2
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Black Mountain Sewer Corporation
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Schedule RLM-1
Page 1 of 2

REVENUE REQUIREMENT

LINE
NO. DESCRIPTION

(A)
COMPANY

OCRB/FVRB
COST

(B)
RUCO

OCRB/FVRB
COST

1 Fair Value Rate Base $ 3,723,245 $ 3,745,364

2 Adjusted Operating Income (Loss) $ (84,485) $ (27,286)

3 Current Rate Of Return (L2 / L1) -2.27% -0.73%

4 Required Operating Income (L5 X LI ) $ 476,575 $ 278,281

5 Required Rate Of Return On Fair Value Rate Base 12.80% 7.43%

6 Operating Income Deficiency (L4 - L2) $ 561 ,060 $ 305,567

7 Gross Revenue Conversion Factor (RLM-1, Pg 2) 1 .6286 1 .6023

8 Increase In Gross Revenue Requirement (L7 X LE) l$ 489,604 I

g Adjusted Test Year Revenue $ 1 ,580,170 $ 1,580,170

10 Proposed Annual Revenue (LB + LE) $ 2,493,933 $ 2,069,774

11 Required Percentage Increase In Revenue (L8 I LE) 57.83% 30.98%

12 Rate Of Return On Common Equity 12.80% 8.22%

References:
Column (A): Company Schedules A-1 and C-1
Column (B): RUck Schedule RLM-2, RLM~6, And RLM-15
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Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June so, 2008

Schedule RLM-1
Page 2 of 2

REVENUE REQUIREMENT - CONT'D
GROSS REVENUE CONVERSION FACTOR

LINE
no. DESCRIPTION (A) (B) (C) (D)

1
2
3

4

CALCULATION OF GROSS REVENUE CONVERSION FACTOR:
Revenue

Combined Federal And State Tax Rate (L10)
Subtotal (LI + L2)
Revenue Conversion Factor(L1 /LE)

1.0000
(0.3759)
0.6241

5
6
7
8
g
10

CALCULATION OF EFFECTIVE TAX RATE:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L5 - LE)
Applicable Federal Income Tax Rate (Col. (D), L34)
Effective Federal Income Tax Rate (L7 X LB)
Combined Federal And State Income Tax Rate (LB + LE)

100.0000%
6.9680%

93.0320%
32.9144%
30.6209%
37.5889%

11
12
13

$ 278,281
(27,286)

Required Operating Income (Sch. RLM-1, Col. (B), L4)
Adj'd T.Y. Oper'g Inc. (Loss) (Sch. RLM-1, Col. (B), L2)
Required increase in Operating Income (L11 - L12) $ 305,567

14
15
16

17

Income Taxes On Recommended Revenue (Col. (D), L31) 111,209
Income Taxes On Test Year Revenue (Col. (D), L32) (72,828)
Required Increase in Revenue To Provide For Income Taxes (L14 - L15)

$

Total Required Increase In Revenue (L13 + L16)

$ 184,037

$ 489,604
RUCO

Recommended
$ 2,069,774

(1 ,680,2B4)
(93,634)
295,855
6.9680%

$

$ 20,615

18
19
20
21
22
23
24
25
26
27
28
29
30
31

$
$

275,240
7,500
6,250
8,500

68,344

CALCULATION OF INCOME TAX'
Revenue (Sch. RLM-1, Col. (B), L10)

Operating Expense Excluding Income Tax (RLM-5, Col. (E), L25 - L24)
Synchronized Interest (Col. (C), L37)

Arizona Taxable Income (L18 + L19 + L20)
Arizona State Income Tax Rate
Arizona income Tax (L21 X L22)
Fed. Taxable Income (L21 - L23)
Fed. Tax On 1st Inc. Bracket ($1 - $50,000) @ 15%
Fed. Tax On 2nd Inc. Bracket ($50,001 .. $75,000) @ 25%
Fed. Tax On 3rd Inc. Bracket ($75,001 - $100,000) @ 34%
Fed. Tax On 4th Inc. Bracket ($100,001 - $335,000) @ 39%
Fed. Tax On 5th inc. Bracket ($335,001 - $1 OM) @ 34%
Total Federal income Tax (L25 + L26 + L27 + L28 + L29)
Combined Federal And State Income Tax (L23 + L30)

.$
$

90,594

111 ,209

32
33

Test Year Combined Income Tax, RUCO As Adjusted (RLM-6, Col. (C), L24)
RUCO Adjustment (L31 - L32) (See RLM-6, Col. (D), L24)

$
$

(72,828)
184,037

34 Applicable Federal Income Tax Rate (Col. (D), L30 1 Col. (c). L24) 32,91 %

35
36
37

$

CALCULATION OF INTEREST SYNCHRONlZATIONz
Rate Base (Sch. RLM-2, Col. (H), L15)
Weighted Avg. Cost Of Debt (Sch. RLM-15, Col. (F), LI)
Synchronized Interest (L35 X L36) $

3,745,364
2.50%

93,634
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Schedule RLM-2
Page 1 of 1

SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS

(B)

LINE
no.
1

DESCRIPTION
Gross Utility Plant In Service $

(A)
COMPANY
AS FILED

OCRB/FVRB
11,357,735 $

(C)
RUCO

AS ADJUSTED
OCRB/FVRB

11,660,137

2
3

Accumulated Depreciation
Net Utility Plant In Service (L1 + LE) $

(5,B25,025)
5,732,710 $

RUCO
ADJUSTMENTS

$ 302,402

(3,298)
299,104 $

(5,628,323)
6,031 ,814

4 Advances In Aid Of Const. (1,457,009) (276,985) (1 ,733,994)

5
6
7

Contribution In Aid Of Const.
Accumulated Amortization Of CIAC

NET CIAC (L5 + Ls)

(5,232,139)
4,214,384
(1 ,017,755)

(5,232,139)
4,214,384
(1,017,755)

8

9

Customer Meter Deposits

Deferred Income Taxes & Credits

(94,290)

170,554

(94,290)

170,554

10

11 389,035 389,035

12

Unamortized Finance Charges

Deferred Regulatory Assets

Allowance For Working Capital

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

13 TOTAL RATE BASE (Sum L's 3, 4, 7, 8 Thru 12) $ 3,723,245 $ 22,119 $ 3,745,364

References:
Column (A): Company Schedule B-2, Page 1 And Workpapers Schedule E-1
Column (B): RLM-3, Columns (B) Thru (G)
Column (C): Column (A) + Column (B)
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Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule RLM-5
Page 1 of 1

RUCO MADE NO POST TEST-YEAR PLANT ADJUSTMENTS



Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule RLM-6
Page 1 of 1

OPERATING INCOME

LINE
no.

(A)
COMPANY

AS
FILED

(B)
RUCO

TEST YEAR
ADJM'TS

(C)
RUCO

TEST YEAR
AS ADJ'TED

(D)
RUCO
pRoD

CHANGES

(E)
RUCO

AS
RECOMM'D

1
2
3
4

DESCRIPTION
Revenues:

Flat Rate Revenues
Misc. Service Revenues
Other WW Revenues
TOTAL OPERATING REVENUE

$ $ $ $ 485,943
3,661

$

$

1,557,337
15,917
6,916

1 ,580,170 $ $

1,557,337
15,917
6,916

1,580,170 $ 489,603 $

2,043,2B0
19,578
6,916

2,069,773

$ $ $ $
(7,551)

3,185

(4,723)

3,942

18,432

5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Operating Expenses:
Salaries And Wages
Purchased WW Treatment
Sludge Removal Expense
Purchased Power
Fuel For Power Production
Chemicals
Materials And Supplies
Contractual Services
Contractual Services - Testing
Contractual Services - Other
Equipment Rentals
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Other
Regulatory Comm. Expense
Miscellaneous Expense
Bad Debt Expense
Scottsdale Cap. (Oper'g Lease)
Amort. Scottsdale Cap.
Depreciation Expense
Taxes Other Than income
Property Taxes
Income Tax

335,255
706

54,690
92B

37,489
11,224
9,362

16,955
553,043

1,863
19,830
34,445
18,704

990
80,000
20,845
11,962

164,522
48,629

224,818
(1,780)
32,414
7,760

(52)

327,704
706

54,690
928

40,674
11,224
4,639

16,955
556,984

1,863
38,262
34,445
18,704

990
60,000
20,793
11,962

164,522
48,629

235,533

327,704
706

54,690
928

40,674
11,224
4,639

16,955
556,984

1,863
38,262
34,445
18,704

990
60,000
20,793
11,962

164,522
48,629

235,53310,715
1,780
(2,338)

(80,588)
30,077
(72,828)

30,077
111,209

29 TOTAL OPERATING EXPENSES $ 1,664,655 $ (57,198) $ 1 ,607,456 $ 1,791,493

30 OPERATING INCOME (LOSS) $ (84,485) $ (27,286)

184,037

184,037 .$

$ 278,280

References:
Column (A): Company Schedule C-1
Column (B): RLM-7, Columns (B) Thru (K)
Column (C): Column (A) + Column (B)
Column (D): Revenue From RLM-1, Column (B), Line 8 And Income Tax From RLM-1, Column (B), Line 8 - Line 6
Column (E): Column (C) + Column (D)
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Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule RLM-8
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 1
TEST YEAR DEPRECIATION EXPENSE

LINE
no.

ACCT.
no. ACCOUNT NAME

(A)
TOTAL
PLANT
VALUE

(B)
APR'D
DEP.
RATE

(C)
TEST YEAR
DEPREC'N
EXPENSE

$ $

461 ,300
2,557,920 85,179

706,291
4,284,949

14,t26
85,699

198,723
31,512

179,522
954,405
654,845
182,203
123,289

3,974
3,151

17,962
31,782
81,856
9,110
6,164

939,433
224,588
107,367

5,755
7,488

62,660
14,980
21,473

288
749

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

351
352
353
354
355
360
361
362
363
364
365
370
371
380
381
382
389
390
391
393
394
395
396
398

Organization
Franchises
Land and Land Rights
Structures And Improvements
Power Generation Equipment
Collection Sewers - Force
Collection Sewers - Gravity
Special Collecting Structures
Services To Customers
Flow Measuring Devices
Flow Measuring installations
Receiving Wells
Effluent Pumping Equipment
Treatment And Disposal Equip
Plant Sewers
Outfall Sewer Lines
Other Plant And Misc Equip
Office Furniture And Equipment
Transportation Equipment
Tools, Shop And Garage Equip
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Other Tangible Plant

40,451

0.00%
0.00%
0.00%
3.33%
5.00%
2.00%
2.00%
2.00%
2.00%
10.00%
10.00%
3.33%
12.50%
5.00%
5.00%
3.33%
5.57%
6.67%
20.00%
5.00~

10.00%
5.00%

10.00%
10.00%

4,045

25 TOTALS $ 11,660,141 $
(1)

443,198

26
Less:

Amortizations of CIAC (RLM-2, Col. ((3), Line 5) $ (5,232,139) 3.9690% (207,665)

27 TOTAL DEPRECIATION EXPENSE (Line 25 + Line 26) $ 235,533

28 Test Year Depreciation Expense As Filed (Co. Sch. C-1 ) 224,818

29 Decrease Of Depreciation Expense (Line 27 - Line 28) $ 10,715

30 RUCO Adjustment (Line 29) (See RLM-7, Column (B), Line 25) $ 10,715

References:
Column (A): RLM-4, Column (E)
Column (B): Company Schedule C~2, Page 2

Column (C): Column (A) X Column (B)
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Schedule RLM-9
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 2

PROPERTY TAX COMPUTATION

LINE
no. DESCRIPTION REFERENCE (A) (B)

Calculation Of The Company's Full Cash Value:

1
2
3
4
5

Annual Operating Revenues:
Adjusted Revenues In Year Ended December 2007
Adjusted Revenues In Year Ended December 2007
Proposed Revenues

Total Three Year Operating Revenues
Average Annual Operating Revenues

Sch. RLM-6, Col (C), Lm 4
Sch. RLM~6, Col (C), Ln 4
Sch. RLM-6, Col (E), Ln 4

Sum Of Lir\es 1, 2 8. 3

Line 4 / 3

$ 1,580,170
1,580,170
2,069,773

$ 5,230,113
1,743,371

6 Two Times Three Year Average Operating Revenues Line 5 X2 $ 3,486,742

7
8

ADD:
10% Of Construction Work In Progress ("CWIP"):

Test Year CWIP
10% of  Cwlp

Co. Sch. E-1
Line 7 X 10%

$ 142,018

$ 14,202

9
10
t i

RLM-4, Col. (B), Ln 19
RLM-4, Col, (C), Ln 19

Line 9 + Line 10

$ 107,367
(60,947)

SUBTRACT:
Transportation At Book Value:

Original Cost Of Transportation Equipment
Acc. Dep. Of Transportation Equipment

Book Value Of Transportation Equipment $ (46,420)

12 Company's Full Cash Value ("FCV") Sum Of Lines 6, 8 & 11 $ 3,454,524

Calculation Of The Company's Tax Liability:

13
14

MULTIPLY:
FCV X Valuation Assessment Ratio X Property Tax Rates:

Assessment Ratio
Assessed Value

House Bill 2779
Line 12 X Line 13 $

21.0%
725,450

15
16

17

Property Tax Rates:
Primary Tax Rate - 2005 Tax Notice
Secondary Tax Rate - 2005 Tax Notice

Estimated Tax Rate Liability

RUCO Data Req. 1.12
RUCO Data Req. 1.12

Line 15 + Line 16

4.1459%
0.0000%

4.15%

18 Company's Total Tax Liability - Based On Full Cash Value Line 14 X Line t7 $ 30,076

19
20

TestYear Adjusted Property Tax Expense As Filing
Decrease In Property Tax Expense

Co. Sch. C-1, Line 25

Line 18 - Line 19 $

32,414
(2,338)

21 RUCO Adjustment (See RLM-7, Column (C), Line 27) Line 20 $ (2,338)
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Black Mountain Sewer Corporation
Docket No, SW-02361A.08-0609
Test Year Ended June 30, 2008

Schedule RLM-11
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 4
ANNUALIZATION PURCHASED WASTEWATER TREATMENT

(A)
LINE
no. DESCRIPTION REFERENCE AMOUNT

1
2
3

Adjusted Year Purchased Wastewater Treatment (Scottsdale)
Gallons Treated By Scottsdale (In 1000's)
Cost Per 1,000 gallons (Per Co, Response To Staff DR MEM 52)

RLM-10, Column (G), Line 4
RLM-10, Column (A), Line 1

Line 1 / Line 2

$ 317,411
103,757

3.06$

4
5
6

Additional Wasterwater Gallons (In 1,000's) From Rev. Annualization
Percent Diverted To Scottsdale
Additonal Gallons Treated By Scottsdale (In 1,000's)

Company's Workpapers
Company's Work papers

Line 4 X Line 5

451
70.94%

320

7 Increase (Decrease) In Purchased Wastewater Treatment Line 3 X Line 6 $ 979

8 Company's Calculation Of Annualized Purchased WW Treatment Company Schedule C-2, Page 8 $ 1 ,002

9 Difference Line 8 - Line 7 $ (24)

10 RUCO Adjustment (See RLM-7, Column (E), Line 6) Line g $ (24>



Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule RLM-12
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 5
DISALLOWANCE OF UNNECESSARY ANDIOR NON-RECURRING OPERATING EXPENSES

(B)
LINE
no . DESCRIPTION REFERENCE TOTAL

1

Disallowed Contractual Services Expenses
Legal & Survey Costs To Clarify BMSC Easement Dispute

Co, Response To Staff D. R. MEM 1.55
$ (4,723)

Co. Response To Staff D. R. MEM 1.55
2
3

Disallowed Contractual Services Expenses - Other
Clean-Up Costs For A Sewer Spill
Sparkletts (13 Journal Entries) (Bot'tled Water)

(39,870)
(908)

4
Increased Contractual Services Expenses - Other

Transfer Costs From LPSCO .. Aerotek Environmental Co. Response To Staff D. R. CSB 10.5 42,200

5
Increased Contractual Services Expenses - Other

Revised Central Office Fixed Overhead Costs Co, Responses To D. R, CSB 10.8 & 10.14 2,519

Co. Response To Staff D. R,t MEM 1,46
6

Disallowed Miscellaneous Expenses
Charitable Donations Allocated To BMSC (52)

7 RUCO Adjustment To Unnecessary/Non-Recurring Expenses Sum Of Lines 1 Thru 17 $ (834)

8 RUCO Adjustment (See RLM-7, Column (F)) Line 18 $ (834)



Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule RLM-13
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 8
NORMALIZATION OF CHEMICAL EXPENSES

(A) (B)
LINE
NO. DESCRIPTION REFERENCE AMOUNT

CALCULATION OF TEST-YEAR CHEMICAL EXPENSES

1 Thoigard Used From July To November2007 Company Worpapers $ 8,169

2
3
4
5
6
7
8

Sodium Hydroxide (Ordor Control Chemical)
Gallons Used During Test Year (7 Months)
Cost Per Gallons

Sub-Total Of Sodium Hydroxide
Delivery costs (14 deliveries at $45 per)
Sales Tax of 8.5%

Total Cost Of Sodium Hydroxide

Company Response To RUCO DR 2.03
Company Response To RUCO DR 2.03

Line 2 X Line 3
Company Response To RUCO DR 2.03

Sum of Lines 5 &6 X 8.5%
Sum of Lines 5, 6& 7

$
$

6,997
1 .65

11,545.05
630,00

1,040.70

g Total Cost Of Test-Year Chemical Expenses Sum Of Lines1 & 8 $

13,216

21,385

NORMALIZATION OF TEST-YEAR CHEMICAL EXPENSES

10
11
12
13
14
15

Line 3 / 7 Months X 12 Months
Company Response To RUCO DR 2.03

11,995
$ 2.05
$ 24,589.46

768.00
2,155.38

Sodium Hydroxide
Projected Gallons Used During A Full Test Year
Cost Per Gallons Effective January 2009

Sub-Total Of Sodium Hydroxide
Delivery costs (24 deliveries at $32 per)
Sales Tax Of 8.5%

Total Normalization Of Test-Year Chemical Exp

Company Response To RUCO DR 2.03
Sum of Lines 12 & 13 X 8.5%

Sum Of Lines 12,13 & 14 $ 27,513

16 Calculated Additional Costs To Chemcial Exp Line 15 - Line 9 $ 6,128

17 Company Adjustment Schedule C-2, Adjusmtent 8

18 Difference Line 16 - Line 17

$

$

2,943

3,185

19 RUCO Adjustment (See RLM-7, Column (|)) Line to $ 3,185



Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule RLM-14
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 9
INCOME TAX EXPENSE

(A) (B)
LINE
no. DESCRIPTION REFERENCE AMOUNT

FEDERAL INCOME TAXES:

1 Sch. RLM-5, Column (C). L26 + L24 $ (100,114)

2
3

4

Operating Income Before Taxes
LESS:

Arizona State Tax
Interest Expense

Federal Taxable Income

Line 11
Note (A) Line 20

Line 1 - Line 2 - Line 3 $

13,500
(93,634)

(180,248)

5
6

Federal Tax Rate
Federal Income Tax Expense

Sch. RLM-1, Pg 2, Col. (D), L34
Line 4 X line 5 $

32.91 %

(59,328)

STATE INCOME TAXES:

7 Operating Income Before Taxes
LESS:

Interest Expense
State Taxable Income

Line 1 $ (100,114)

8
g

Note (A) Line 20
Line 7 - Line 8 $

(93,634)
(193,748)

10 State Tax Rate Tax Rate 6.97%

11 State Income Tax Expense Line9XLine 10 $ (13,500)

TOTAL INCOME TAX EXPENSE:

Line 6
Line 11

Line12 + Line 13

$12

13

14

15

16

Federal Income Tax Expense
State Income Tax Expense

Total Income Tax Expense Per RUCO

Total Income Tax Expense Per Company (Per Company Sch. C-1 )
Total Income Tax Adjustment

$

Line 14 - Line 15 $

(59,328)
(13,500)
(72,828)

7,760
(80,588)

17 RUCO Adjustment (See Sch. RLM-7, Column (I), L28) Line16 $ (80,588)

18
19
20

$

NOTE (A):
Interest Synchronization:
Adjusted Rate Base (Sch. RLM-2, Col. (E), L15)
Weighted Cost Of Debt (Sch. RLM-15, Col. (F), LI)
interest Expense (L17 X L18) $

3,745,364
2.50%

93,634
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Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule RLM-15
Page 1 of 1

COST OF CAPITAL

(A) (B) (C) (D) (E)

LINE
no. DESCRIPTION

CAPITAL
RATIO COST

(F)
WEIGHTED

COST
RATE

1 Long-Term Debt 40.00% 6.26% 2.50%

2 Stockholder's Equity 60.00% 8.22% 4.93%

3 TOTAL CAPITAL 100.00%

4 COST OF CAPITAL 7.43%

References:
Column (A);
Column (B):
Column (C):
Column (D):
Column (E):
Column (F):

Intentionally Left Blank
Intentionally Left Blank
Intentionally Left Blank
Hypothetical Capital Structure
Testimony, WAR
Column (D) X Column (E)
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Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule RLM-16
Page 1 of 1

RATE DESIGN AND PROOF OF RECOMMENDED REVENUE
PROPOSED REVENUE

(A)
BILL

DETERMINENTS

(B)
MONTHLY

RATES & CHARGES

(C)
LINE
no. CUSTOMER CLASSIFICATION REVENUE

1

Residential
Customers 1,972 $ 58.88 s 1,393,338

2
3
4

Commercial (Standard Rate)
Customers
Commodity Usage (Per Thousand Gallons)

Sub-Total

125
2,069,505

$
$ 0.23608

$

$
488,559
488,559

5
6
7
8
9
10

Commercial (Special Rate)
Boulders Resort
Desert Forest
EI Pedegral
Boulders Club
Spanish Village

Sub-Total

1
1
1
1
1

$
$
$
$
$

6,927.63
1,652.53
3,725.92

283.29
1,175.84

$
$
$
$
$
$

83,131.57
19,830.33
44,723.06
3,399.48

14,122.03
165,206.47

11

12

Effluent Sales (Per Thousand Gallons)

TOTAL REVENUE PER BILL DETERMINENTS

42,513 $ 0.46051 $

$

$

19,578

2,065,582

ts
14
15
16

Flat Rate Revenues
Miscellaneous Service Revenues
Other Wastewater Revenues
Reconciliation With Book Value

2,047,104
19,578
6,916
(3,824)

17 TOTAL PROPOSED REVENUE 2,069,773

18

19

RUCO RECOMMENDED REVENUE REQUIREMENT

DIFFERENCE

$

$

$

2,069,774

(0)
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Surrebuttai Testimony of Rodney L. Moore
Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Ended June 30, 2008

1 INTRODUCTION

2

3

Please state your name for the record.

My name is Rodney Lane Moore.

4

5

6

Have you previously filed testimony regarding this docket?

Yes, I have. I filed direct testimony in this docket on September 18, 2009.

7

8

9

10

What is the purpose of your surrebuttal testimony?

My surrebuttal testimony will address Company's rebuttal comments

pertaining to adjustments I sponsored in my direct testimony.

11

12 SUMMARY OF ADJUSTMENTS

13

14

After analyzing the Company's rebuttal testimony, did RUCO find positions

of agreement?

15

16

Yes. RUCO is now in substantial  agreement wi th several  of the

Company's rebuttal adjustments identified by BMSC as:

Rate Base

1.

2.

3.

4.

Unrecorded Plant Additions (RUCO Adjustment No. 1),

Unrecorded Plant Retirements (RUCO Adjustment No. 1),

Capitalized Expenses (RUCO Adjustment No.1); and

Odor Control Unit (RUCO Adjustment No.1).

Operating Income

17

18

19

20

21

22

23

24

25

1.

2.

3.

Depreciation (RUCO Adjustment No. 1),

Expensed Plant (RUCO Surrebuttal Adjustment No. 9),

Scottsdale WW Treatment (RUCO Adjustments No. 3 and 4),

A.

A.

A.

Q.

Q.

A.

Q.

Q.

2



Surrebuttal Testimony of Rodney L. Moore
Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

4.

5.

6.

1

2

3

4

5

6

7

8

9

10

11

12

7.

8.

9.

10.

11.

12.

13.

Annualized WW Treatment (RUCO Adjustments No. 3 and 4),

Chemical Expenses (RUCO Adjustment No. 8),

Annualize Chemical Expenses (RUCO Surrebuttal Adjustment

No. 10),

Testing Expense (RUCO Surrebuttal Adjustment No. 11),

Rent Expense (RUCO Adjustment No. 6),

Meals/Beverages/Contributions (RUCO Adjustment No. 5),

Contractual Services (RUCO Adjustment No. 5),

Taxes Other Than Income (RUCO Adjustment No. 7),

Expense Allocation (RUCO Adjustment No. 5),

Contractual Services (RUCC) Surrebuttal Adjustment No. 12),

13

14

15

What areas will you address in your surrebuttal testimony?

My surrebuttal testimony will address the following RUCO proposed

adjustments:

16 Rate Base

17

18

19

20

21

22

23

24

Gross Plant-In-Service and Accumulated Depreciation - This is a revision

to my direct testimony adjustment, which reflects updated information

provided by the Company's rebuttal  test imony. RUCO is now in

substantial agreement with the Company.

Advances In Aid Of Construction ("AlAC") - This is a revision to my direct

testimony adjustment, which reflects updated information provided by the

Company's rebuttal testimony. RUCO is now in substantial agreement

with the Company.

25 Deferred Income Taxes

26

This is a revision to my direct testimony

adjustment, which reflects updated information provided by  t he

A.

Q.

3
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Test Year Ended June 30, 2008

1

2

3

4

Company's rebuttal testimony. RUCO is now in substantial agreement

with the Company.

Working Capital - RUCO has not changed the recommendation of a zero

allowance for working capital.

5 Operating Income

6 Test Year Depreciation Expense- This is a revision to my direct testimony

7

8

9

adjustment, which reflects updated information provided by the

Company's rebuttal testimony. RUCO is now in substantial agreement

with the Company.

10

11

Property Tax Expense - This adjustment reflects property tax expense

based on RUCO's calculation of adjusted and proposed operating

12 revenues.

13

14

15

16

17

18

19

City of Scottsdale Wastewater Treatment Expense - RUCO is now in

substantial agreement with the Company. However, the Company has a

computation error to be corrected in rejoinder testimony.

Unnecessary and/or Non-Recurring Operating Expenses - This

adjustment has several components, although RUCO is now in substantial

agreement with the Company in five out of the seven components, RUCO

has to recommend additional adjustments in surrebuttal testimony on the

20

21

two areas of disagreement.

Normalization of Chemical Expenses - RUCO is now in substantial

22

23

agreement with the Company. However, RUCO has a $6.00 computation

error to be corrected in surrebuttal testimony.

4
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1 Capitalization of Expenses - RUCO is now in substantial agreement with

2 the Company over plant items incorrectly recorded as operating expenses.

3 Thus, RUCO has to recommend an additional adjustment in surrebuttal

4

5

testimony.

Annualization of Chemical Expenses - RUCO is now in substantial

6 Thus, RUCO has to recommend an

7

agreement with the Company.

additional adjustment in surrebuttal testimony.

8 Bad Debt Expense RUCO has not altered its position and does not

9

10

11

12

13

14

recommend an adjustment for bad debt expense.

Rate Case Expense RUCO will provide a final recommended level of

rate case expense when it files final schedules after the evidentiary

hearing on the instant case is concluded.

Income Tax Expense - This adjustment reflects income tax expenses

calculated on RUCO's recommended revenues and expenses.

15

16

17

To support the adjustments in my surrebuttal testimony, I prepared

seventeen Surrebuttal Schedules, which are filed concurrently in my

18 surrebuttal testimony.

19

20

21

22

23

5
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1 RATE BASE

2 Rate Base. Adjustment No. 1 - Gross Plant-In-Sewice and Accumulated

3

4

5

Depreciation

Please explain the basis for your adjustment to the gross plant-in-sewice

and the accumulated depreciation.

6

7

8

RUCO and the Company are now in substantial agreement with the level

of gross plant-in-sewice and accumulated depreciation as adjusted in my

surrebuttal schedules. This adjustment consists of five elements.

9

10

11

12

13

First, the Company finally provided the documentation requested during

discovery, which verified the actual cost to replace a sewer lift station.

RUCO had originally relied on the estimated cost of $276,985, however,

BMSC's documentation records the actual cost at $254,251, a reduction of

14 $22,734.

15

16

17

18

19

Second, RUCO agrees with Staff and the Company to capitalize plant,

which was previously expensed, therefore, $9,181 was removed from

operating expenses in operating income adjustment No. 9 (discussed

below) and added to plant-in-sewice through this adjustment.

20

21

22

23

Third, the Company accepts RUCO adjustment to remove the retired lift

station from rate base, therefore, the Company rate base adjustment B

decreases BMSC's plant-in-service by $13,208.

A.

Q.

6
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1 Fourth, these three adjustments to plant-in-service result in a reduction in

2 the associated accumulated depreciation.

3

4

5

6

7

8

Fifth, the Company identified, and RUCO accepted, a correction to reflect

the actual date of implementation of the authorized depreciation rates from

the prior rate case. Originally, parties had inadvertently used the date of

December 5, 2005 instead of the actual Decision's docketed date of

December 5, 2006, one year later.

9

10

11

12

In conclusion, as shown Schedule SURR RLM-3, column B, and with

supporting Schedule SURR RLM-4, RUCO and the Company recommend

an aggregate increase to the rate base of $187,573.

13

14

15

16

17

18

Rate Base Adjustment No. 2 - Advances In Aid Of Construction ("AlAC")

Please explain the basis for your adjustment to AIAC.

RUCO and the Company are now in substantial agreement with the level

of AIAC. This is a conforming adjustment to correct the level of AIAC

associated with the revisions to the plant-in-service to reflect the actual

19

20

21

replacement cost of a sewer lift station (versus the estimated value relied

on in direct testimony), as outlined in the Company's rebuttal testimony

and explained in the first element of rate base adjustment No. 1 above.

22

23

A.

Q.

7
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1 Therefore, as shown on Schedule SURR RLM-3, column C, I revised my

2 direct testimony to reflect the correct level of AIAC, $1,711,260, with an

3 adjustment to decrease the rate base by $254,251 .

4

5

6

7

8

9

10

11

Rate Base Adjustment No. 3 Deferred Income Taxes ("DlTs")

Please explain the basis for your adjustment to DlTs.

RUCO and the Company are now in substantial agreement with the level

of DlTs. This is a conforming adjustment to correct the level of DlTs

associated changes to rate base, as explained in the rate base

adjustments Nos. 1 and 2 above, and outlined in the Company's rebuttal

testimony.

12

13

14

15

Therefore, as shown on Schedule SURR RLM-3, column D, I revised my

direct testimony to reflect the correct level of DlTs with an adjustment to

increase the rate base by $24,344.

16

17

18

Rate Base. Adjustment No. 4 - Allowance For Working CaDital

Please explain the basis for RUCO's position on the allowance for working

19

20

21

22

capital.

RUCO accepted the Company's original position on the allowance for

working capital, because working capital calculations and lead/lag studies

are time-consuming and expensive.

23

A.

Q.

A.

Q.

8
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1 The Company did not include a request for an allowance for working

2 capital to avoid disputes and eliminate rate case expense associated with

3 this issue.

4

5

6

7

Therefore, as shown on Schedule SURR RLM-3, column D, RUCO, in the

instant case, will avoid the time-consuming analysis of a lead/lag study

and continue to recommend a zero working capital allowance.

8

9 OPERATING INCOME

10

11

12

13

14

15

Operating Income Adjustment No. 1 - Test Year Depreciation Expense

Please explain your adjustment to the test year depreciation expense.

RUCO and the Company are now in substantial agreement with the level

of test year depreciation expense. This adjustment reflects RUCO's end

of test year gross plant-in-service. The adjustment is driven by the

revisions to plant additions and retirements as explained previously in my

16 testimony.

17

18 As shown on Schedule SURR RLM-7, column B and supporting Schedule

19 SURR RLM-8, this adjustment increases adjusted test-year operating

20 expenses by $19,169.

21

22

23

A.

Q.

9
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1

2

Operating Income Adjustment No. 2 Property Tax Computation

Did RUCO and the Company use the same methodology to calculate

3

4

5

property tax expenses?

Yes. This adjustment varies from the Company's recommendation only to

reflect RUCO's proposed annual revenue.

6

7

8

g

As shown on Schedule SURR RLM-7, column C and supporting Schedule

SURR RLM-9, this adjustment decreases adjusted test-year operating

expenses by $2,440.

10

11 City of Scottsdale

12

Operat ing Income Adjustments Nos. 3 & 4

Wastewater Treatment Expense

13 Please explain your adjustment to the City of Scottsdale Wastewater

14

15 A.

16

17

treatment expense.

RUCO and the Company are now in substantial agreement with the level

of City of Scottsdale wastewater treatment expense. This adjustment

reflects the most recent known and measurable fee structure between the

18

19

20

21

22

City of Scottsdale and the Company. Documentation provided by the

Company in its rebuttal filing indicates the cost to treat wastewater at the

City of Scottsdale facil ity is $2.60 per thousand gallons (excluding

environmental fees and sales tax), effective July 2009. This adjustment

has also been increased to recognize the annualization component of the

23 expense.

A.

Q.

Q.

10

un-



Surrebuftal Testimony of Rodney L. Moore
Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

1 As shown on Schedule SURR RLM-7, column D and supporting

2 Schedules SURR RLM-10 and SURR RLM-11, this adjustment increases

3 adjusted test-year operating expenses by $1 ,258.

4

5 Operating Income Adjustment No. 5 - Unnecessary and/or Non-Recurring

6 Expenses

7

8

9

10

11

Please explain the basis for your adjustment to the unnecessary and/or

non-recurring expenses

RUCO and the Company are now in substantial agreement with five out of

seven components of this adjustment. The seven components of this

adjustment are listed below.

12

13

14

15

16

First, RUCO maintains the legal and survey costs associated with an

easement dispute is an unique and non-recurring expense and atypical for

consideration as an appropriate historical test year operating expense.

Therefore, RUCO disallowed $4,723 of contractual services expense.

17

18

19

20

21

22

Second, RUCO maintains the clean-up costs associated with a sewer spill

are not the financial responsibility of the ratepayers. The Company has a

duty to provide safe conduct and handling of the sewage from the

customer's point of collection. Thus, the cost to clean up improperly

discharged sewage is not an appropriate historical test year operating

23 expense.

A.

Q.

11
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1 Therefore, RUCO disallowed $39,870 of contractual services expense.

2

3

4

Third, RUCO and the Company are now in substantial agreement with the

removal of $908 for bottled water.

5

6

7

8

9

Fourth, RUCO and the Company are now in substantial agreement with

the additional expense of $42,200 to correctly account for contractual

services previously recorded improperly under an affiliate - Litchfield Park

Service Company.

10

11

12

Fifth, RUCO and the Company are now in substantial agreement with the

removal of $52 for charitable donations.

13

14

15

Sixth, RUCO and the Company are now in substantial agreement with the

removal of $526 for additional meals.

16

17

18

Seventh, RUCO and the Company are now in substantial agreement with

the removal of $1,490 for unallowable expenses identified by Staff on

19 Schedule CSB-12, page 2.

20

21 In conclusion, as shown on Schedule SURR RLM-7, column E and

22 supporting Schedule SURR RLM-12, this adjustment aggregately

23 decreases adjusted test-year operating expenses by $5,369.
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1

2 Q.

3

4

5

Operating Income Adjustment No. 6 - Normalization of Rent Expense

Please explain your adjustment to the test year rent expense.

RUCO and the Company are now in substantial agreement with the

appropriate level of rent expense. The Company accepts RUCO's

adjustment to reflect a full twelve months of rental costs.

6

7

8

As shown on Schedule SURR RLM-7, column F, this adjustment

increases adjusted test-year operating expenses by $18,432.

9

10 Operating Income Adjustment No. 7 - Normalization of Taxes Other Than

11 Income

12 Please explain your adjustment to test year taxes other than income

13

14

expense.

RUCO and the Company are now in substantial agreement with the

15

16

appropriate level of taxes other than income expense. RUCO accepted

the Company's original adjustment to reflect a zero balance in this

17 account

18

19 As shown on Schedule SURR RLM-7, column G, this adjustment

20 increases adjusted test-year operating expenses by $1 ,780.

21

22

23

A.

A.

Q.

13
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1 Operating Income Adjustment No. 8 Normalization of Chemical

3

4

5

6

7

8

9

Expenses

Please explain your adjustment to normalization chemical expenses.

RUCO and the Company are now in substantial agreement with the

appropriate test year level of the chemical expenses. RUCO accepts the

Company's adjustment for a known and measurable change to the cost of

chemicals. The Company provided documentation to reflect January 2009

chemical costs. Therefore, the test year level of chemical expenses was

adjusted for the known and measurable January 2009 chemical costs.

10

11

12

13

As shown on Schedule SURR RLM-7, column H, and supporting Schedule

SURR RLM-13, this adjustment increases adjusted test-year operating

expenses by $3,191 .

14

15

16

17

18

19

20

21

Operating Income Adjustment No. 9 - Capitalized Expenses

Please explain your adjustment to capitalize expenses.

RUCO and the Company are now in substantial agreement to capitalize

certain expenses. This is a companion adjustment to RUCO's rate base

adjustment No. 1 (the second element) discussed above. RUCO accepts

the Company and Staffs adjustment to appropriately record plant items in

the plant-in-sewice accounts and remove those plant items from operating

22 expense accounts.

23

A.

A.

Q.

Q.

14
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1 As shown on Schedule SURR RLM-7, column I, and supporting Schedule

2 SURR RLM-4, this adjustment decreases adjusted test-year operating

3 expenses by $9,141 .

4

5 Operating Income Adjustment No. 10 Annualization of Chemical

6

7

8

9

10

11

12

13

14

15

Expenses

Please explain your adjustment to annualization chemical expenses.

RUCO and the Company are now in substantial agreement with the

appropriate level of the chemical expenses on a going forward basis.

RUCO accepts the Company's adjustment for a known and measurable

change to the cost of chemicals. The Company provided documentation

to reflect January 2009 chemical costs. Test year chemical usage was

annualized to reflect the calculated increase in the quantity of chemicals

required due to changes directly related to the annualization of the number

of customers, which creates an incremental increase in wastewater to be

16

17

treated. Therefore, the annualized level of chemical expenses was

adjusted for the known and measurable January 2009 chemical costs.

18

19 As shown on Schedule SURR RLM-7, column J, this adjustment increases

20 adjusted test-year operating expenses by $133.

21

22

23

A.

Q.

15
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1

2

3

4

5

6

7

8

9

Operating Income Adjustment No. 11 - Testing Expenses

Please explain your adjustment to effluent testing expenses.

RUCO and the Company are now in substantial agreement with the

appropriate level of the effluent testing expenses on a going forward basis.

RUCO accepts the Company's adjustment for a known and measurable

change to the cost of testing the effluent to be treated by the City of

Scottsdale. The Company provided documentation to reflect July 2009

testing requirements and frequencies now imposed by the City of

Scottsdale for effluent received for treatment. Therefore, the level of

10

11

effluent testing expenses was adjusted for the known and measurable July

2009 testing costs.

12

13 As shown on Schedule SURR RLM-7, column K, this adjustment

14 increases adjusted test-year operating expenses by $12,094.

15

16

17

18

19

20

Operating Income Adjustment No. 12 - Contract Services Expense

Please explain your adjustment to contract services expense.

RUCO and the Company are now in substantial agreement with the

appropriate level of the contract services expense. RUCO accepts the

Company's adjustment for a known and measurable change to allocated

21 direct operations costs, accounting/billing costs and overhead costs. The

22

23

Company provided documentation to reflect the actual test year costs

(versus the estimated/budgeted value originally used) allocated and

A.

Q.

A.

Q.

16
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1 record as shared services. Therefore, the level of contractual services

2 expense was adjusted for the known and measurable changes.

3

4

5

As shown on Schedule SURR RLM-7, column L, this adjustment

decreases adjusted test-year operating expenses by $6,284.

6

7

8

9

10

11

12

13

14

15

16

17

to

19

RUCO Operating Income Adjustment No. 13 - Income Taxes

Please explain RUCO's adjustment to the income tax expenses.

This adjustment reflects income tax expenses calculated on RUCO's

recommended revenues and expenses. RUCO rejects the Company's

proposal to adopt the Commission approved exclusion of the Scottsdale

capacity operating lease expense from operating expenses in

determination of taxable income as authorized in the prior Decision.

RUCO disagrees with the Company and the prior Decision's taxation

treatment of the Scottsdale capacity operating lease expense. RUCO

recommends that for ratemaking purposes the costs associated with the

Scottsdale capacity operating lease be treated as an operating expense

and therefore, similar to other allowable expenses requires no further

recognition in the determination of the income tax expense.

20

21 As shown on Schedule SURR RLM-7, column m, this adjustment

22 decreases adjusted test-year operating expenses by $83,795.

23

A.

Q.

17
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1 COST OF CAPITAL

2 Is RUCO proposing any surrebuttal  adjustments to the Company

3

4

5

proposed cost of capital?

No. This adjustment is fully explained in the testimony of RUCO witness

William A. Rigsby.

6

7 RATE DESIGN AND PROOF OF RECOMMENDED REVENUE

8

9

Have you revised your Schedule presenting your recommended rate

designs?

10

11

12

Yes, as shown on Schedule SURR RLM-16, I am recommending a rate

design that is consistent with RUCO's recommended revenue allocations

and requirement as revised in my surrebuttal testimony.

13

14

15

Please describe your recommended rate designs for the Company's

wastewater operation.

16

17

RUC() recommends a $58.98 flat rate residential monthly charge, which is

a $13.34 or 29 percent increase over the present rate of $45.64.

18

19

20

21

RUCO also recommends a $023649 per gallon per day commodity usage

rate for commercial customers, which is a 350.0551 or 29 percent increase

over the present rate of $0.18298.

22

23

A.

Q.

A.

Q.

A.

Q.

18
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1

2

The rate design provides for a 23 percent increase equally across the

residential and standard commercial classes of service, which is a

3 decrease of 36 percent over the Company's rebuttal requested 59 percent

4 increase.

5

6 Have you prepared a Schedule presenting proof of your recommended

revenue?7

8

9

Yes, I have. Proof that my recommended rate designs will produce the

recommended required revenue as illustrated, is presented also on

Schedule RLM-16.10

11

12 COMPARISON OF THE IMPACT ON A TYPICAL BILL

to

14

15

16

17

Have you presented a comparison of the impact on a typical bill based on

RUCO and the Company's recommendations?

Yes, as shown on Schedule SURR RLM-17, I compare the present impact

on a typical bill with the Company's original filing and the Company's

rebuttal position to RUCO's direct filing and RUCO's surrebuttal position.

18

19

20

A residential customer currently pays $45.64 per month. The Company's

rebuttal position increases the residential customer's bill to $72.45, a

21

22

58.74 percent increase. RUCO's surrebuttal position increases the

residential customer's bill to $58.94, a 29.14 percent increase.

23

A.

Q.

A.

Q.

19
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1 Does this conclude your direct testimony?

2 Yes, it does.A.

Q.

20
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Schedule SURR RLM-1
Page 1 off

SURREBUTTAL
REVENUE REQUIREMENT

LINE
no. DESCRIPTION

(A)
COMPANY

OCRB/FVRB
COST

(B)
RUCO

OCRB/FVRB
COST

1 Fair Value Rate Base $ 3,723,245 $ 3,680,911

2 Adjusted Operating Income (Loss) $ (84,485) $ (34,000)

3 Current Rate Of Return (L2 / L1 ) -2.27% -0.92%

4 Required Operating Income (LE X L1 ) $ 476,575 $ 273,492

5 Required Rate Of Return On Fair Value Rate Base 12.80% 7.43%

6 Operating Income Deficiency (L4 - L2) $ 561 ,060 $ 307,492

7 Gross Revenue Conversion Factor (RLM-1, Pg 2) 1 .5285 1 .5995

8 Increase In Gross Revenue Requirement (L7 X Le) $ 913,763 |

9 Adjusted Test Year Revenue $ 1,580,170 $ 1 ,580,170

10 Proposed Annual Revenue (L8 + LQ) $ 2,493,933 $ 2,071 ,997

11 Required Percentage Increase In Revenue (La / LQ) 57.83% 31.12%

12 Rate Of Return On Common Equity 12.80% 8.22%

References:
Column (A): Company Schedules A-1 and C-1
Column (B)i RUCO Schedule SURR RLM-2, SURR RLM-6, And SURR RLM-15

I
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Black Mountain Sewer Corporation
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Schedule SURR RLM-1
Page 2 off

SURREBUTTAL
REVENUE REQUIREMENT .. CONT'D

GROSS REVENUE CONVERSION FACTOR

LINE
no. DESCRIPTiON (A) (B) (C) (D)

1
2
3

4

CALCULATiON OF GROSS REVENUE CONVERSION FACTOR:
Revenue

Combined Federal And State Tax Rate (L10)
Subtotal (LI + L2)
Revenue Conversion Factor(L1 /La)

1 .0000
(03748)
0.6252

5
6
7
8
9
10

CALCULATION OF EFFECTIVE TAX RATE:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (LE - LE)
Applicable Federal Income Tax Rate (Col. (D), L34)
Effective Federal Income Tax Rate (L7 X LB)
Combined Federal And State Income Tax Rate (LE + LQ)

100.0000%
6.9680%

93.0320%
32.7977%
30.511l7%
37_47g'7%

11
12
13

$ 273,492
(34,000)

Required Operating Income (SURR RLM-1, Col. (B), L4)
Adj'd T.Y. Oper'g Inc. (Loss) (SURR RLM-1, Col. (B), L2)
Required Increase In Operating Income (L11 - L12) $ 307,492

14
15
16

Income Taxes On Recommended Revenue (Col. (D), L31) 108,787
Income Taxes On Test Year Revenue (Col. (D), L32) (75,548)
Required \increase In Revenue To Provide For Income Taxes (L14 - L15)

$

17 Total Required Increase In Revenue (L13 + L16)

$ 184,335

$ 491,827
RUCO

Recommended
$ 2,071 ,997

(1 ,689,719)
(92,023)
290,256
6.9680%

$

$ 20,225
$
$

270,031
7,500
6,250
8,500

66,312

18
1 g
20
21
22
23
24
25
26
27
28
29
30
31

CALCULATION OF INCOME TAX
Revenue (Sch. SURR RLM-1, Col. (B), L10)

Operating Expense Excluding Income Tax (SURR RLM-6, Col. (E), L25 - L24)
Synchronized Interest (Col. (C), L37)

Arizona Taxable income (L18 + L19 + L20)
Arizona state income Tax Rate
Arizona income Tax (L21 X L22)
Fed. Taxable Income (L21 .. L23)
Fed. Tax On 1st Inc. Bracket ($1 - $50,000) @ 15%

Fed. Tax On 2nd inc. Bracket ($50,001 - $75,000) @ 25%
Fed. Tax On 3rd Inc. Bracket ($75,001 - $1 00,0D0) @ 34%
Fed. Tax On 4th Inc. Bracket ($100,001 - $335,000) @ 39%
Fed. Tax On 5th inc. Bracket ($335,001 - $1 OM) @ 34%
Total Federal Income Tax (L25 + L26 + L27 + L28 + L29)
Combined Federal And State income Tax (L23 + L30)

$
$

88,562
108,787

32
33

Test Year Combined Income Tax, RUCO As Adjusted (SURR RLM-6, Col. (C), L24)
RUCO Adjustment (L31 .. L32) (See SURR RLM-6, Col. (D), L24)

$
$

(75,548)
184,335

34 Applicable Federal Income Tax Rate (Col. (D), L30 I Col. (C), L24) 32.B0%

$35
36
37

CALCULATION OF INTEREST SYNCHRONlZATlON:
Rate Base (SURR RLM-2, Col. (H), L15)
Weighted Avg. Cost of Debt (SURR RLM-15, Col. (F), LI)
Synchronized Interest (L35 X L36)

i

$

31680,911
2.50%

92,023



Black Mountain Sewer Corporation
Docket No. SW-02361A-08_0609
Test Year Ended June 30, 2008

Schedule SURR RLM-2
Page 1. of 1

SURREBUTTAL
SUMMARY OF ORIGINAL COST RATE. BASE ADJUSTMENTS

(B)

LINE
no.
1

DESCRIPTION
Gross Utility Plant In Service $

(A)
COMPANY
AS FILED

OCRB/FVRB
11,357,735

RUCO
ADJUSTMENTS

$ 288,809 $

(C)
RUCO

AS ADJUSTED
OCRB/FVRB

11,646,544

2
3

Accumulated Depreciation
Net Utility Plant In Service (L1 + L2) $

(5,625,D25)
5,732,710 $

(101,238)
187,573 $

(5,725,261 )
5,920,283

4 Advances InAid Of Const. (1 ,457,009) (25-4,251 ) (1,711,260)

5
6
7

Contribution In Aid Of Const.
Accumulated Amortization Of CIAC

NET CIAC (L5 + LE)

(5,232,139)
4,214,384

(1,017,755)

(5,232,139)
4,214,384

(1 ,017,7551

8 Customer Meter Deposits

Deferred Income Taxes 8< Creditsg

(94,290)

170,554 24,344

(94,290)

194,898

10

11 389,035 389,035

12

Unamortized Finance Charges

Deferred Regulatory Assets

Allowance For Working Capital

$

$

$

$

$

$

$

$

$

$

$

$

$

$

s

$

$

$

$

$

$

$

$

$

13 TOTAL RATE BASE (Sum L's 3, 4, 7, 8 Thru 12) $ 3,723,245 $ (42,334) $ 3,680,911

References:
Column (A): Company Schedule B-2, Page 1 And Workpapers Schedule E-1
Column (B): SURR RLM-3, Columns (B) Thru (G)
Column (C): Column (A) + Column (B)
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Black Mountain. Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June. 30, 2008

Sch educe RLM-5
Page. 1 of 1

SURREBUTTAL
RUCO MADE NO POST TEST-YEAR PLANT ADJUSTMENTS



Black Mountain. Sewer Corporation
Docket NO. SW-02361A-08-0609
Test Year Ended June. 30, 2008

Schedule SURR RLM-6
Page.1 of 1

SURREBUTTAL
OPERATlNG.INCOME

LINE
no.

(A)
COMPANY

AS
FILED

(B)
RUCO

TEST YEAR
ADJM'TS

(C)
RUCO

TEST YEAR
AS ADJ'TED

(D)
RUCO
PROP'D

CHANGES

(E)
RUCO

AS
RECOMM'D

1
2
3
4

DESCRIPTION
Revenues:

Flat Rate Revenues
Misc. Service Revenues
Other WW Revenues
TOTAL OPERATING REVENUE

$ $ $ $ 488,166
3,661

$

$

1,557,337
15,917
6,916

1,580,170 $ $

1,557,337
15,917
6,918

1,580,170 $ 491 ,827 $

2,045,503
19,578
6,916

2,071,997

$ 4 $ $ $
1 ,258

3,324
(526)

(6,223)
12,094
(13,992)

18,432

5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Operating Expenses:
Salaries And Wages
Purchased WW Treatment
Sludge Removal Expense
Purchased Power
Fuel For Power Production
Chemicals
Materials Ahd Supplies
Contractual Services
Contractual Services - Testing
Contractual Services - Other
Equipment Rentals
Rents
Transportation Expenses
insurance - General Liability
insurance - Other '
Regulatory Comm. Expense
Miscellaneous Expense
Bad Debt Expense
Scottsdale Cap. (Oper'g Lease)
Amort. Scottsdale Cap.
Depreciation Expense
Taxes Other Than Income
Property Taxes
income Tax

335,255
706

54,e90
928

37,489
11 ,224
9,362

16,955
553,043

1 ,see
19,830
34,445
18,704

990
60,000
20,845
11 ,962

164,522
48,629

224,B18
(1 ,780)
32,414
7,760

(52)

336,513
706

54,690
928

40,813
10,698
3,139

29,049
539,050

1 ,863
38,262
34,445
18,704

990
60,000
20,793
11 ,962

164,522
48,629

243,987

336,513
706

54,690
928

40,813
10,698
3, 139

29,049
539,050

1 ,863
38,262
34,445
18,704

990
60,000
20,793
11 ,962

164,522
48,629

243,98719, 169
1 ,78o
(2,440)

(83,308)
29,975
(75,548)

29,975
108,787

29 TOTAL OPERATING EXPENSES $ 1,664,655 $ (50,484) $ 1,614,170 $

184,335

184,335 $

30 OPERATING INCOME (LOSS) $ (84,435) $ (34,000) $

1 ,798,506

273,492

References:
Column (A):
Column (B):
Column (C):
Column (D):
Column (E):

Company Schedule C-1
SURR RLM-7, Columns (B) Thru (K)
Column (A) + Column (B)
Revenue From SURR RLM-1, Column (B), Line 8 And Income Tax From SURR RLM-1, Column (B), Line 8 - Line 6
Column (C) + Column (D)
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Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule SURR RLM-8
Page 1 of 1

LINE
no.

ACCT.
NO.

SURREBUTTAL
EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 1

TEST YEAR DEPRECIATION EXPENSE

(A)
TOTAL
PLANT
VALUEACCOUNT NAME

(B)
APR'D
DEP.
RATE

(C)
TEST YEAR
DEPREC'N
EXPENSE

$ $

461 ,300
2,560,220 85,255

707,891
4,284,949

14,158
85,699

198,723
31 ,512

179,622
932,871
557,648
182,203
124,527

3,974
3,151

17,962
31 ,065
82,206
9.11o
6,226

939,433
224,588
107,367

5,755
7,488

62,660
14,980
21 ,473

288
749

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

351
352
353
354
355
360
361
362
363
364
365
370
371
380
381
382
389
390
391
393
394
395
396
398

Organization
Franchises
Land and Land Rights
Structures And improvements
Power Generation Equipment
Collection Sewers - Force
Collection Sewers - Gravity
Special Collecting Structures
Services To Customers
Flow Measuring Devices
Flow Measuring Installations
Receiving Wells
Effluent Pumping Equipment
Treatment And Disposal Equip
Plant Sewers
Outfall Sewer Lines
Other Plant And Misc Equip
Office Furniture And Equipment
Transportation Equipment
Tools, Shop And Garage Equip
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Other Tangible Plant

40,451

0.00%
0.00%
0.00%
3.33%
5.00%
2.00%
2.00%
2.00%
2.00%
10.00%
10.00%
3.33%

12.50%
5.00%
5.00%
3.33%
6.67%
6.67%
20.00%
5.00%
10.00%
5.00%
10.00%
10.00%

4,045

25 TOTALS $ 11 ,646,548 $
(1>

443,001

26
Less:

Amortize of CIAC (SURR RLM-2, Col. (co, Ln 5) $ (5,232,139) 3.8037% (199,015)

27 TOTAL DEPRECIATION EXPENSE (Line 25 + Line 26) $ 243,986

28 Test Year Depreciation Expense As Filed (Co, Sch. C-1) 224,818

29 Decrease Of Depreciation Expense (Line 27 - Line 28) $ 19,169

30 RUCO Adjustment (Line 29) (See SURR RLM-7, Column (B), Line 25) $ 19,169

References:
Column (A): SURR RLM-4, Column (E)
Column (B): Company Schedule C-2, Page 2
Column (C): Column (A) X Column (B)



Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule SURR RLM-9
Page 1 of 1

SURREBUTTAL

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 2

PROPERTY TAX COMPUTATION

LINE

NO, DESCRIPTION REFERENCE (A) (B)

Calculation Of The Company's Full Cash Value:

1
2
3
4
5

Annual Operating Revenues:
Adjusted Revenues In Year Ended December 2007
Adjusted Revenues In Year Ended December 2007
Proposed Revenues

Total Three Year Operating Revenues
Average Annual Operating Revenues

SURR RLM-6, Col (C), Ln 4
suRe RLM-e, Col (c), Ln 4

SUR RLM-6, Col <E), Ln 4
Sum Of Lines 1, 2 & 3

Line 4 / 3

$ 1 ,580,170
1 ,580,170
2,071 ,997

$ 5,232,337
1,744,1 12

6 Two Times Three Year Average Operating Revenues Line 5 X2 $ 3,488,225

7
8

ADD:
10% Of Construction Work In Progress ("CWI P"):

Test Year CWIP
10% of CVVIP

Co. Sch. E-1
Line 7 X 10%

$ 142,018

$ 14,202

9
10
11

SURR RLM-4, Col. (B). Ln 19
SURR RLM-4, Col. (C). Lm 19

Line 9 + Line 10

$ 107,367
(47,775)

SUBTRACT:
Transportation At Book Value:

Original Cost Of Transportation Equipment
Acc. Dep. Of Transportation Equipment

Book Value of Transportation Equipment $ (59,592)

12 Company's Full Cash Value ("Fcv') Sum Of Lines 6, 8 & 11 $ 3,442,835

Calculation Of The Company's Tax Liability:

13
14

MULTIPLYz
FCV X Valuation Assessment Ratio X Property Tax Rates:

Assessment Ratio
Assessed Value

House Bill 2779
Line 12 X Line 13 $

21 .0%
722,995

15
16
17

Property Tax Rates:
Primary Tax Rate - 2005 Tax Notice
Secondary Tax Rate - 2005 Tax Notice

Estimated Tax Rate Liability

RUCO Data Req. 1.12
RUCO Data Req. 1.12

Line 15 + Line 16

4.1459%
0.0000%

4.15%

18 Company's Total Tax Liability - Based On Full Cash Value Line 14X Line 17 $ 29,974

19
20

Test Year Adjusted Property Tax Expense As Filing
Decrease In Property Tax Expense

Co. Sch. C-1, Line 25
Line 18 - Line 19 $

32,414

(2,440)

21 Ruco Adjustment (See SURR RLM-7, Column (C), Line 27) Line 20 $ (2,440)
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Black Mountain Sewer Corporation
Docket No. sw-02361A-08-0609
Test Year Ended June 30, 2008

Schedule SURR. RLM-11
Page 1 of 1

SURREBUTTAL
EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 4
ANNUALIZATION PURCHASED WASTEWATER TREATMENT

(A)
LINE
no, DESCRIPTION REFERENCE AMOUNT

1
2
3

Adjusted Year Purchased Wastewater Treatment (Scottsdale)
Gallons Treated By Scottsdale (In 1000's)
Cost Per 1,000 gallons (Per Co. Response To Staff DR MEM 5.2)

SURR RLM-10, Column (G), Line 4
SURR RLM-10, Column (A), Line 1

Line 1 / Line 2

$

$

326,193
103,757

3.14

4
5
6

Additional Wasterwater Gallons (In 1,000's) From Rev. Annualization
Percent Diverted To Scottsdale
Additonal Gallons Treated By Scottsdale (In 1,000's)

Company's Workpapers
Company's Workpapers

Line 4 X Line 5

451
7094%

320

7 Increase (Decrease) In Purchased Wastewater Treatment

8 Company's Calculation Of Annualized Purchased WW Treatment

Line 3 X Line 6 $

Company Schedule C-2, Page 8 $

1,006

1,oo2

9 Difference Line 8 - Line 7 $ 3

10 RUCO Adjustment (See SURR RLM-7, Column (E). Line 5) Line 9 $ 3



Black Mountain Sewer Corporation
Docket NO. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule. SURR. RLM-12
Page 1 of 1

SURREBUTTAL
EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 5

DISALLOWANCE OF UNNECESSARYANDIOR NON-RECURRING OPERATING EXPENSES

(B)
LINE
no. DESCR\PTION REFERENCE TOTAL

1

Disallowed Contractual Services Expenses
Legal & Survey Costs To Clarify BMSC Easement Dispute Co. Response To Staff D. R. MEM 1.55 $ (4,723)

2
3

Disallowed Contractual Services Expenses - Other
Clean-Up Costs For A Sewer Spill
Sparkletts (13 Journal Entries) (Bottled Water)

Co. Response To Staff D. R. MEM 1.55
Bourassa Rebuttal Schedule C-2, Page 13

(39,870)
(908)

4
Increased Contractual Services Expenses - Other

Transfer Costs From LPSCO - Aerotek Environmental Bourassa Rebuttal Schedule C-2, Page 14 42,200

5
Disallowed Miscellaneous Expenses

Charitable Donations Allocated To BMSC Bourassa Rebutta\ Schedule C-2, Page 13 (52)

6
SURREBUTTALADJUSTMENTS
Company's Rebuttal Testimony To Remove Additional Meal Costs Bourassa Rebuttal Schedule C-2, Page 13 (526)

7 Company's Rebuttal Testimony To Remove Additional Central Office Costs Bourassa Rebuttal Schedule C-2, Page 16 $ (1 ,490)

8 RUCO Adjustment To Unnecessary/Non-Recurring Expenses Sum Of Lines 1 Thru 17 $ (5,369)

9 RUCO Adjustment (See SURR RLM-7, Column (F)) Line 18 $ (5,369)



Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule SURR RLM-13
Page 1 of t

SURREBUTTAL
EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 8

NORMALIZATION OF CHEMICAL EXPENSES

(A) (B)
LINE
no. DESCRIPTION REFERENCE AMOUNT

CALCULATION OF TEST-YEAR CHEMICAL EXPENSES

1 Thoigard Used From July To November 2007 Company Worpapers $ 8,169

2
3
4
5
6
7
8

Sodium Hydroxide (Ordor Control Chemical)
Gallons Used During Test Year (7 Months)
Cost Per Gallons

Sub-Total of Sodium Hydroxide
Delivery costs (14 deliveries at $45 per)
Sales Tax Of 8.5%

Total Cost Of Sodium Hydroxide

Company Response To RUCO DR 2.03
Company Response To RUCO DR 2.03

Line 2 X Line 3
Company Response To RUCO DR 2.03

Sum of Lines 5 a. 6 X 8.5%
Sum Of Lines 5, G 8< 7

$
$

6,997
1 .G5

11 ,545.05
630.00

1 ,034.88

9 Total Cost Of Test-Year Chemical Ex senses Sum Of Lines 1 & 8 $

13,210

21,379

NORMALIZATION OF TEST-YEAR CHEMICAL EXPENSES

10
11
12
13
14
15

Line 3 /7 Months X 12 Months
Company Response To RUCO DR 2.03

11,995
$ 2.05
$ 24,589.46

768.00
2,155.38

Sodium Hydroxide
Projected Gallons Used During A Full Test Yeal
Cost Per Gallons Effective January 2009

Sub-Total Of Sodium Hydroxide
Delivery costs (24 deliveries at $32 per)
Sales Tax Of B.5%

Total Normalization Of Test-Year Chemical Exp

Company Response To RUCO DR 2.03
Sum of Lines 12 & 13 X 8.5%

Sum of Lines 12,13 & 14 $ 27,513

16 Calculated Additional Costs To Chemcial Exp Line 15 - Line g 6,134

17 Company Adjustment Schedule C-2, Adjusmtent 8

18 Difference Line 16 - Line 17

$

$

$

2,943

3,191

19 RUCO Adjustment (See SURR RLM-7, Column ( Line 18 $ 3,191



Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule SURR RLM-14
Page 1 of 1

SURREBUTTAL
EXPLANATION OF OPERATING INCOMEADJUSTMENT NO.9

INCOMETAX EXPENSE

(A) (B)
LINE
no. DESCRIPTION REFERENCE AMOUNT

FEDERAL INCOME TAXES:

1 SURR RLM-5, Column (c). L26 + L24 $ (1 09,549)

2
3
4

Operating Income Before Taxes
LESS:

Arizona State Tax
Interest Expense

Federal Taxable Income

Line 11
Note (A) Line 20

Line 1 - Line 2 - Line 3 $

14,045
(92,023)

(187,526)

5
6

Federal Tax Rate
Federal Income Tax Expense

SURR RLM-1, Pg 2, Col. (D), L34
Line 4 X line 5 $

32.80%
(61 ,503)

STATE INCOME TAXES:

7 Operating Income Before Taxes
LEss;

Interest Expense
State Taxable Income

Line 1 $ (109,549)

8
g

Note (A) Line 20
Line 7 Line 8 $

(92,023)

(201 ,571 )

10 State Tax Rate Tax Rate 6.97%

11 State Income Tax Expense Line 9 X Line 10 $ (14,045)

Line 6
Line 11

Line12 + Line 13

$

$

12
13
14
15
16

TOTAL INCOME TAX EXPENSE:

Federal Income Tax Expense
State Income Tax Expense

Total Income Tax Expense Per RUCO

Total Income Tax Expense Per Company (Per Company Sch. C-1)
Total Income Tax Adjustment Line 14 - Line 15 $

(61 ,503)
(14,045)
(75,548)

7,760
(83,308)

17 RUCO Adjustment (See SURR RLM-7, Column (I), L28) Line16 $ (83,308)

18
19
20

$

NOTE (A);
Interest Synchronization:
Adjusted Rate Base (Sch. RLM-2, Col. (E). L15)
Weighted Cost of Debt (Sch. RLM-15, Col. (F). L1)
Interest Expense (L17 X L18) $

3,680,911
2.50%

92,023



Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule SURR RLM-15
Page 1 of 1

SURREBUTTAL
COST OF CAPITAL

(A) (B) (C) (D) (E)

LINE
no. DESCRIPTION

CAPITAL
RATIO COST

(F)
WEIGHTED

COST
RATE

1 Long-Term Debt 40.00% 6.26% 2.50%

2 60.00% 8.22% 4.93%

3

Stockholder's Equity

TOTAL CAPITAL 100.00%

4 COST OF CAPITAL 7.43%

References:
Column (A):
Column (B):
Column (C):
Column (D):
Column (E):
Column (F):

Intentionally Left Blank
Intentionally Left Blank
Intentionally LeR Blank
Hypothetical Capital Structure
Testimony, WAR
Column (D) X Column (E)
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Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule SURR RLM-16
Page 1 of 1

SURREBUTTAL
RATE DESIGN AND PROOF OF RECOMMENDED REVENUE

PROPOSED REVENUE

(A)
BILL

DETERMINENTS

(C)
LINE
NO. CUSTOMER CLASSIFICATION

(B)
MONTHLY

RATES & CHARGES REVENUE

1

Residential
Customers 1,972 $ 58.94 $ 1 ,394,852

2
3
4

Commercial (Standard Rate)
Customers
Commodity Usage (Per Thousand Gallons)

Sub-Total

125
2,069,505

$
$ 0.23633

$

$
489,090
489,090

5
6
7
8
9
10

Commercial (Special Rate)
Boulders Resort
Desert Forest
El Pedegral
Boulders Club
Spanish Village

Sub-Total

1

1

1

1

1

$
$
$
$
$

6,935.16
1,654.32
3,730.97

283.60
1,178.11

$
s
$
$
$
$

83,221 .88
19,851.87
44,771.64
3,403.18

14,137.37
165,385.94

11

12

Effluent Sales (Per Thousand Gallons)

TOTAL REVENUE PER BILL DETERMINENTS

42,513 $ 0.46051 $

$

19,578

2,068,905

13
14
15
16

Flat Rate Revenues
Miscellaneous Service Revenues
Other Wastewater Revenues
Reconciliation With Book Value

$ 2,049,328
19,578
6,916
(3,824)

17 TOTAL PROPOSED REVENUE

18

19

RUCO RECOMMENDED REVENUE REQUIREMENT

DIFFERENCE

$

$

$

2,071 ,997

2,071 ,997

(0)
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Black Mountain Sewer Corporation
Docket No. SW-02361A-08-0609
Test Year Ended June 30, 2008

Schedule RLM-17
Page 1 of 1

COMPARISON OF TYPICAL BILLS

(A) (B)
COMPANY
ORIGINAL

RATES

(C)
COMPANY
REBUII'llAL

RATES

(D)
RUCO

DIRECT
RATES

(E)
RUCO

SURREBU'ITAL
RATES

_ONE
n o. CUSTOMER CLASSIFICATION

PRESENT
RATES

1
Residential

Customers $ 45.64 $ 71.08 $ 72.45 $ 58.88 $ 58.94

2
3
4

Commercial (Standard Rate)
Customers
Commodity Usage (Per 1000 Gallons)

Sub-Total
$ 0.18298 $ 0.28499 $ 0.29048

$
$ 023608 $ 023633

5
6
7
8
9
10

Commercial (Special Rate)
Boulders Resort
Desert Forest
EI Pedegral
Boulders Club
Spanish village

Sub-Total

$
$
$
$
$

4,173.74
1,144.08
2,215.55

t6B.41
699.59

$
$
$
$
$

8,363.03
1 ,994.93
4,499.14

341.99
1 ,420.68

$
$
$
$
$

8,524.14
2,033.36
4,584.81

348.58
1,448.04

$
$
$
$
$

6,927.63
1 ,652.53
3,726.92

283.29
1 ,17G.84

$
$
$
$
$

6,935.15
1 ,654.32
3,730.97

283.60
1,178.11

11 Effluent Sames (Per Thousand Gallons) $ 0.37440 $ 0.46051 $ 0.46051 $ 0.46051 $ 0,4G051
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BLACK MOUNTAIN SEWER CORPORATION
DOCKET NO: SW-02361A-08-0609

RESPONSE TO STAFF'S FIRST SET OF DATA REQUESTS'

Exe-:IEw

February 10, 2009

Response provided by: Greg Sorensen

Title: Director of Operations

Company Name: Algonquin Water Services

Address : 12725 W. Indian School Rd Ste D-101
Avondale, AZ 85392

Company Response Number: MEM 1.55

Q. Please provide a detailed listing of expenditures, copies of invoices and other
supporting documents for the following test year BSWC expenses balances per
Exhibit Schedule E~2:

Contractual Services Expense
Contractual Services Expense
Contractual Services Expense
Rents .-.. Building
Transportation

Testing
Gther

$ 9,632
16,955

$502,741
19,830

38 34,445

Please explain the increase, or decrease, from the previous year ending 6/30/2007.

Please see the attached files containing the detailed listing of test year
expenditures and supporting invoices. Additionally, below are the variance
explanations for test year differences from those account figures for the 12 months
ended June 30, 2007:

r

Contractual Services Expense ~This account increased from $4,639 for the 12
months ended June 30, 2007 to $9,362 for the test year, an increase of $4,723.
These costs are primarily legal in nature, although the test year includes $1,500 for
surveying the property along the boundary of a company easement and a
customer's property. This was necessary to clarify boundaries and the boundary
markers were missing.

r

The remainder of the increase is related to the general need for legal work at the
utility, which occurs as a nonna part of business, and the general increase in
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billing rates charged by the law firm Fennemore Craig for legal services
performed. Please note that legal invoices are not being provided, however, Staff
may arrange to review an unreacted statement of fees and costs by contacting
Whitney Birk at 602-916-5720. The proposed manner of review of legal invoices
is the same as used by Staff and Fennemore Craig in other pending rate cases.

Contractual Services Expense - Testing .-. This account decreased from $27,041
for the 12 months ended June 30, 2007 to $16,955 for the test year, a decrease of
$10,086. This decrease is the result of $15,163 of line cleaning charges from
December 2006 (included in 12 months ended June 2007), which should have
been included in Contractual Services - Other, account # 8100-2-0200-50-5200-
0100.

Contractual Services Expense - Other .-- Contractual Services Other increased
from $392,536 for the 12 months ended June 30, 2007 to $502,740 during the test
year, an increase of $110,204. The increase can be attributed to increases in two
accounts: the operating/administration costs from AWS ($60k increase), and other
contracted services from third parties ($5lk). The third party contracted services
mainly increased due to clean-up costs of approximately $40k related to the clean-
up of a sewer spill at the Commercial Lift Station in December 2007, which was
reported to ADEQ, Maricopa County, and voluntarily to the ACC.

The fees charged by AWS to BMSC increased from $18k/month to $19k/month in
April 2007, and from $19k/month to $25k/month in January 2008. These fee
increases were caused by cost increases at AWS to provide the operations, billing,
accounting, and administration services for BMSC. Please note that AWS billings
to BMSC during the test year were on a fee per month basis. However, an
analysis was performed to ensure that the total of these billings for the test year
represented the cost of these services, and that no "affiliate profit" was included in
the test year operating costs of BMSC. In addition, AWS services for the period
July 2006 to June 2007 were provided to BMSC for a loss of approximately
$16,000. See the Company's response to data request MEM 1.28 for additional
information regarding affiliated costs and allocation methodology. Moreover, the
12 months ended June 2007 included credits related to the first 6 months of 2006,
which accounts for $19k of the $60k variance (Le. the 12 months ended 6/30/07
was artificially $19k low due to those credits for a prior period) .

Rents - Building .-- During 2007, the rent for the operations office in Carefree was
incorrectly charged to AWS, rather than being charged directly to the BMSC
utility. During 2007, the only charges to this BMSC account were for a small
storage facility for records and a refuse dumpster. However, beginning in 2008,
the $3,072 for office rent began to be charged to this account. As this is an
ongoing expense, but only 6 months' charges were included in the test year, it is
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proper to adjust test year expense by increasing it by $18,432 for rent for the
period July-December 2007 .

Transportation - Transportation expense increased from $16,592 during the 12
months ended June 30, 2007 to $34,446 during the test year, an increase of
$17,854. This increase was driven by two primary factors: the increase in fuel
prices during the test year, and the addition of a leased truck in June 2007. The
additional truck was needed as employees were being reimbursed for their own
mileage, which was costly, and their vehicles were not a proper fit for the job,
which included hauling and use of a trailer for a portable generator (a health and
safety concern). The annual lease cost is approximately $10,750.

fr
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